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Taxation Section 
Edited by J. A. L. Gunn, F.1.c.A. 


AVERAGING PROVISIONS 
Primary Producers 


Section 157 (1) of the Commonwealth Income Tax Assess- 
ment Act provides that, with regard to income derived during year 
ended on June 30, 1938, and during any subsequent income year, 
the averaging provisions shall cease to apply except in respect of 
income derived by a primary producer, 

Section 157 (4) provides that if, in respect of any year in 
which Division 16 applies only to taxpayers who are primary 
producers, a taxpayer who has in previous years been a primary 
producer does not carry on business as such, the provisions of 
Division 16 shall apply to the income thereafter derived by him as 
if he had never been a taxpayer before that year. 

The above provisions clearly cover the position where a tax- 
payer was a primary producer during income year ended June 30, 
1937, and prior years. If, during 1938, he remained a primary 
producer, the averaging provisions will continue to apply to him. 
If in any subsequent income year, he ceases to be a primary 
producer his average table will be abandoned. If, later on, he 
resumes business as a primary producer, the averaging provisions 
will apply, and a new average table will commence as from the 
income year in which he recommences business as a primary 
producer. 


Example : 


A grazier sold his property on September 30, 1938, and invested 
the whole of his capital in Commonwealth bonds. In May, 1941, 
he purchased another grazing property. His total taxable income 
y year ended June 30, 1941, was £3,200 and for the next year 
£3,700. 

The averaging provisions will apply to income derived up to 
and including June 30, 1939. His average table will thereupon 
be abandoned so far as subsequent years are concerned, and his 
taxable income for year ended June 30, 1940, will be taxed at 
the rate applicable to that income. During year ended June 30, 
1941, he again becomes a primary producer and as the income of 
that year, £3,200, is not greater than that of the next income 
year, £3,700, the year 1941 becomes the first average year of a 
new average table— 
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Average taxable income = £6,900 + 2 = £3,450. 
1941.—£3,200 is taxed at the rate applicable to £3,200. 
1942.—£3,700 is taxed at the rate applicable to £3,450. 


Where Taxpayer becomes a Primary Producer for the First 
Time 


The position is not, however, clear where a taxpayer becomes 
a primary producer for the first time during income year ended 
June 30, 1938, or during some subsequent year. 

Section 157 (4) has no bearing on the matter, as it provides 
for a break, only where the taxpayer has, in previous years, been 
a primary producer. On the other hand, Section 150 provides 
that, subject to Division 16, the average year shall be the fourth 
year before the year of income. The Section goes on to say 
that a year, the income of which was subject to assessment under 
the previous Act, shall be capable of being a first or subsequent 
average year. 

In order to settle any doubt regarding the matter, the Registrar 
of the New South Wales Divisional Council of the Common- 
wealth Institute of Accountants sent the following letter to the 
Federal Commissioner of Taxation: 

“My Council would be extremely grateful to receive your 
ruling on the following subject: 

“1. A taxpayer was a primary producer during the year of 
income ended June 30, 1938, but was not a primary producer in 
previous income years. An average table existed for income 
year ended June 30, 1937. Will the taxpayer’s rate of tax for 
income year ended June 30, 1938, be calculated with reference 
to his average income of that year and the previous four years? 

“2. What is the position in this class of case? 


Taxable 
Income 
1935 First year taxpayer had a taxable income. Salary, 
DE “Gas os ek se mk eh a. ee 600 
os ae be ea RS ah we. hee we, ee om 700 
Pn Gs ou Ga Sk. Gh he ou Be. BO ek ek! de ee 800 
I ee ee a ee a ee 1000 
1939 Salary to 30/9/1938 .. .. .. .. .. .. £400 
Income as primary producer .. .. .. 1200 -_ 
— 1 





1936 There is an average table 
(600 + 700) + 2 = £650. 
1937 There is also an average table 
(600 + 700 + 800) + 3 = £700. 
1938 There is no average table because the taxpayer was not a 
primary producer. 
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1939 In this income year he was a primary producer and the 
averaging provisions apply. It is possible that, in accor- 
dance with S. 150, the average table is 

(600 + 700 + 800 + 1000 + 1600) + 5 = £940. 
Section 157 (4) has no bearing on the problem as that 
subsection provides for a break only where the taxpayer 

has, in the previous years, been a primary producer.” 

The Commissioner of Taxation has replied as follows: 

“T have to advise you that the advice of the Crown Law autho- 
rities on the proper interpretation of Section 157 of the Income 
Tax Assessment Act 1936-1938 has now been received. 

“In the light of this advice the following decisions are given 
on the cases referred to in your letter dated June 23, 1938. 

“1. In this case the income of the year ended June 30, 1938, 
will be averaged with the income of the previous four years. 

“2. In this case the income of the year ended June 30, 1939, 
will be averaged with the income of the previous four years.” 





Goops ExporTED FROM AUSTRALIA 
In the June issue of the journal, a copy of a letter from the 
Taxpayers’ Association of New South Wales to the Common- 
wealth Treasurer was published at page 293. 
A reply has been received from the Commonwealth Treasurer 
which appears to clear up certain doubts raised by the Associa- 
tion: 


Where Country of Import Imposes Tax on Goods Exported from 

Australia 

The Association stated that it would appear that the export 
by Australian producers of dairy products, wine, and dried fruits, 
etc., to New Zealand would be taxed both by the Australian 
authorities and by those in New Zealand. 

The Treasurer replied that he understood that Australia exports 
no dairy produce to New Zealand, and that, in the case of dried 
and other fruits, sales are not usually made by the producer of 
the goods, but by selling organisations. If these organisations 
purchase the goods from the producer, it would appear that 
Regulation 6A (1) (b) would operate to deem only one-half 
of the profit to be derived from sources in Australia. The 
Treasurer added that, if, however, experience of the operation 
of the new regulation shows that double taxation does arise, con- 
sideration will be given to steps which may be taken to avoid, as 
far as possible, dual taxation. 


Wool Purchased in Australia by Oversea Woolbuyer 

The Association asked whether it is intended to tax an oversea 
woolbuyer in respect of wool purchased in Australia and sold 
overseas in the same state. The Commonwealth Treasurer 
replied that he was advised by the Commissioner of Taxation 
that S. 42 applies where the taxpayer is carrying on business 
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partly in and partly out of Australia and is deriving profit from 
sources in Australia. 

A woolbuyer who comes, or sends a representative, to Australia 
to purchase wool to be exported in the same state as that in 
which it was purchased does not thereby derive profit from Aus- 
tralian sources. It is therefore not considered that any question 
arises for determination under S. 42, and new Regulation 6A does 
not apply in this class of case. 


Since the above note was written, advices have been received 
that a new regulation has been tabled repealing Regulation 6A. 





RESIDENCE 

Miss Diana Wynyard, an actress, was, and is, a British subject 
and lived in England until October, 1931, when she signed a 
contract there to act in a play in America. She left for America 
in the following month, and early in 1932 entered into a contract 
there to act for an American film company for a period of five 
and a half months ending in December, 1932, with further 
options. Miss Wynyard returned to England in April, 1933, 
where she acted in a play during May and June. In July, 1933, 
she went abroad for a holiday, returning to England in the fol- 
lowing September. Twenty-three days later she left for America 
in accordance with her contract with the film company, and 
remained there until July, 1934, when, after planting 607 rasp- 
berry bushes in Hollywood, she returned to England permanently. 
Miss Wynyard was the tenant of a flat in London which she 
sub-let furnished from time to time during her absence in 
America, but in which she stayed in May and June, 1933, in the 
interval between two sub- lettings. Held: that Miss Wynyard was 
not a resident of the United Kingdom for income years 1932-3 
and 1933-4; Withers v. Wynyard (1938), 21 Tax Cas. 724. 





PAYMENT TO EMPLOYEES EOR CANCELLATION OF SERVICE 
AGREEMENTS UNDER AGREEMENT FOR SALE OF CONTROLLING 
SHAREHOLDING 

The appellant company was controlled by near relatives of the 
original proprietor of its business, many of whom had agreements 
for employment with the company at wages in excess of market 
rates. In March, 1934, the company had appointed a chartered 
accountant as general manager for ten years. In June, 1935, an 
action, commenced in the High Court to restrain one group of 
the family from carrying into effect an agreement to sell their 
interest in the company to a prospective purchaser, was settled 
on terms that (a) the agreement should be carried out, (b) the 
other group of the family should sell their shares to the same 
purchaser, (c) the general manager should release the company 
from any claim under his service agreement on payment of £3,000 
free of tax, and (d) each member of the family who held a service 
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agreement should release the company therefrom on payment of 
£1,500. On appeal against an assessment to income tax under 
the English Act, the company contended that the service agree- 
ments were onerous and that the payments made in respect of 
their cancellation should be allowed as deductions in computing 
its profits for income tax purposes. The Special Commissioners 
held that the cancellation of the service agreements was part of 
the share purchase transaction and that the expense incurred was 
not required in the company’s interests but in the interests of the 
purchaser of the shares; and they dismissed the appeal. Held, 
that the Special Commissioners’ decision was correct. Bassett 


Enterprise Ltd. v. Petty (1938) 21 Tax Cas. 730. 





CASUAL PROFITS—TASMANIA 
The following amendments have been made to S. 64 of the 
Tasmanian Land and Income Tax Act, by Act No. 56 of 1938— 


(a) the words “and the sale was effected in this State” have 
been deleted from S. 64 (1); 

(b) the words “unless the contrary appears” have been in- 
serted after the word “deemed” in S. 64 (3) II. Section 
64 as amended reads as follows: 

(1) Where the proceeds of sale in the year of income by a taxpayer 
of any property other than real property are not included in his assessable 
income under any other provision of this Act, and the property was bought 
by the taxpayer in the year of income or in any of the two years next 
preceding that year, his assessable income shall include the nett profit, 
if any, arising from the sale. 

(2) This Section shall not apply to the sale of any property (other than 
shares or securities) where the aggregate value of the property sold in 
the year of income does not exceed two hundred pounds. 

(3) For the purposes of this Division— 

‘I. A sale of rights to take up shares shall be deemed to be a sale 
of shares: 

II. Where a shareholder has a number of shares of the same class 
and sells shares of that class he shall be deemed, unless the 
contrary appears, to have first sold the shares first bought. 


(a) Taxation of Profits Arising from Sale of Personal Property 
Prior to the above-mentioned amendment, the test provided by 
S. 64, as to whether a profit arising from the sale of personal 
property was assessable, was whether or not the sale was 
effected in Tasmania. This test has been removed by the 
amending Act and no other specific test has been inserted in its 
stead. 
The Tasmanian Commissioner’s view as to the liability or 
otherwise of vendors under S. 64, as amended, is as follows: 
(a) Profit on sale by non-resident of Tasmania of : 
(i) Personal property not situated in Tasmania, sold in 
Tasmania—not taxable. 
(ii) Personal property not situated in Tasmania, not sold 
in Tasmania—not taxable. 
(iii) Personal property situated in Tasmania, sold in 
Tasmania—taxable. 
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(iv) Personal property situated in Tasmania, not sold in 
Tasmania—taxable. 
(b) Profit on sale by resident of Tasmania of : 

(i) Personal property not situated in Tasmania, sold in 
Tasmania—profit taxable if received in Tasmania for 
ordinary and special income tax, subject to a rebate 
of ordinary tax as provided by S. 110 of Tasmanian 
Act. 

(ii) Personal property not situated in Tasmania, not sold 
in Tasmania—same as (i) above. 

(iii) Personal property situated in Tasmania, sold in 
Tasmania—taxable. 

(iv) Personal property situated in Tasmania, not sold in 
Tasmania—taxable. 


(b) Taxation of Profits Arising from Sale of Shares 


The Tasmanian Commissioner has advised that the effect of 
the insertion of the words “unless the contrary appears” in S. 64 
(3) II is as follows: 

If shares are bought at varying periods and cannot be identified 
at time of sale, the shares first bought shall be regarded as sold. 
This gives the concession as regards time allowed by Section 64 
(1). If it is definitely known that the shares last bought have 
been sold within the time limit, the profit will be taxed even 
though other shares of the same class were bought outside the 
time limit. The actual cost of the shares sold must be set against 
the sale price. 

If it is known definitely what particular shares are sold, these 
shares and no others are to be used in computing the profits and 
in ascertaining whether the profits are within the period prescribed 
for making them liable for tax. 





CoMMONWEALTH INSTITUTE OF ACCOUNTANTS 
FinaL EXAMINATION, APRIL, 1939 
FEDERAL INCOME Tax Law AND PRACTICE 
Model Answers 

N.B—The numbers in square brackets refer to the relevant paragraphs 
of “Commonwealth Income Tax,’ by J. A. L. Gunn. 
Question 1: 

Dr. John Sawyer instructs you to prepare his Federal Income 
Tax Return for the year ending June 30, 1938, and informs you 
that he renders his returns on the basis of cash receipts. His 
practice is a suburban one carried on from his residence. From 
his books, etc., you ascertain the following information: 


Receipts 
(1) Gross fees as per cash book... .. .. .. .. .. £8,000 
ET o4 oe oe oe de ke oe Gb oe 400 
(3) Profit from sale of former residence .. .. .. 1,000 


(4) Rents received from properties .. .. .. .. 600 
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(5) Dividends— 
Queensland Squatting Co. Ltd... .. £200 
South Australian Tin Mines Ltd. .. 100 


—-_ £300 

(6) Refund of Personal Exertion Federal Income 
Tax overpaid previously .. .. ‘ 50 

(7) Refund of Personal Exertion State Income 
Tax overpaid previously .. .. .. .. .. 30 

Expenses 

(8) Deductions of a leita nature applicable to 
his practice .. .. .. 2. 2. os ee os oe «+ £4,000 
(9) Rent of residence .. .. . ‘ 600 

(10) Rates on properties from which rents are 
received .. .. . 100 

(11) Repairs to properties from which rents are 

received ov £70 paid for sewerage 
connections) .. .. OT oe 150 

(12) Fire Insurance on properties from which 
rents are received .. . 70 


(13) State Land Tax, £40; ‘Federal Land Tax, “£80 120 
(14) State Income Tax—Personal Exertion, £150; 


PN, SP as ce. on a. 08 Om. we. <0 230 
(15) Federal Income Tax—Personal Exertion, 

£200; Property, £100 .. .. .. nF 300 
(16) Fee paid to accountant for keeping books .. 100 
(17) Subscription to British Medical Association 20 
(18) Bad debts .. .. ‘ che eae 100 
(19) Life assurance premiums na) dad 120 


(20) He underwent an operation during the year 
and paid medical fees of £100 and hospital 
fees of £60 .. .. 160 

(21) During the year he stood for Parliament ‘and 
was defeated. He expended £80 on his 
campaign . 

(22) Dr. Sawyer is a widower with one child, aged 17 years, 
who is wholly maintained by him. His sister, who 
is wholly maintained by him, has the care of the 
child. 

Prepare the return as requested, distinguishing between Per- 

sonal Exertion and Property Income, 


Answer 1: Personal Property 
Income Exertion 
pees GO BOee ok oe os 0 oe. os, Se 
(2) Director’s fees [30] .. .. .. ...-. 400 
(4) Rents received [14] .. .. .. .. £600 
(5) Dividends: [106 et seq.] 
Queensland Squatting Co. Ltd. .. 200 
South Australian Tin Mines Ltd. .. 100 
(7) Refund State Income Tax [148] .. 30 





£8,430 
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Deductions 
(8) Deductions of a general nature [126] £4,000 
(9) Rent of residence (one-third of 

















£600) one ie de ee ab ew on 200 
(10) Rater (244). ..5.0 000 65 cooce cares £100 
(11) Repairs [134] . a We Se D8 Ns 80 
(12) Fire insurance [127] . ure 70 
(13) Land taxes [144}... .. .. «2 o 120 
(14) State income tax [144] ae ee 150 80 
(16) Accountancy fee [128] .. .. .. .. 100 
(17) B.M.A. Subscription [149] .. .. .. 10 
(19) Life assurance [194] .. .. .. .... 100 
(20) Medical expenses [192] .. .. .. .. 50 
(21) Election expenses [150] .. .. .. 80 
£4,690 £450 
Summary : 
ee we ee te a et ee | 
a 450 
£3,740 £450 
Comments: 








(1) It will be observed that the fees received have been returned 
on a cash basis—see (18) below. 

(3) This profit is not assessable, as it is an accretion to capital. 

(6) Federal income tax is not an allowable deduction, conse- 
quently any refund received is not assessable income. 

(9) Rent of residence: As pointed out in “Commonwealth 
Income Tax” [131], the conventional allowance in respect of 
rent paid by a medical practitioner is one-third of the total rent 
paid for his residence (including surgery). 

(17) The maximum subscription in this class of case is £10/10/- 
to any single association—see “Commonwealth Income Tax” 
[149]. 

(18) Bad debts, £100: This is not an allowable deduction, 
because fees have been returned on a cash basis, and therefore 
the debts were not returned by the taxpayer as assessable income 
of any year—see “Commonwealth Income Tax” [135]. 

(19) Life assurance premiums: The maximum deduction is 
£100—see “Commonwealth Income Tax” [194]. 

(20) Medical expenses: The maximum deduction is £50—see 
“Commonwealth Income Tax” [192]. 

(21) Election expenses: The Commonwealth Income Tax 
Assessment Act provides for a deduction of expenditure incurred 
in the year of income by the taxpayer in being elected as a member, 
or in contesting an election for membership, of the Commonwealth 
Parliament, or of the Parliament of a State. A deduction is there- 
fore allowed both to successful and unsuccessful candidates. See 
“Commonwealth Income Tax” [150]. 
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(22) The taxpayer is not entitled to a deduction in respect of 
the child (on the assumption that the child was not under 16 
years at the beginning of the year of income). Although the 
Act provides for a dependent relative allowance to a widower or 
widow in respect of a female relative wholly maintained by the 
taxpayer, the claim cannot succeed in this case because the allow- 
ance is granted only where the female relative has the care of any 
of the taxpayer’s children who are under sixteen years of age. 
See “Commonwealth Income Tax” [190]. 


Question 2: 


The London Steamship Company Limited is a company 
incorporated in England and all its shareholders are resident in 
Great Britain. It owns and operates a line of steamers for the 
purpose of carrying passengers and freight between Australia 
and South Africa. To this end, its principal place of business is 
situated in Australia. 

On what basis is Federal Income Tax levied on it? 


Answer 2: 

As the owners’ principal place of business is in Australia, tax 
is levied on the actual taxable income. 

This company may come under S. 136, which provides that, 
when it appears to the Commissioner that the taxable income 
returned is not the true income, income tax on the taxable income 
as determined by the Commissioner would apply.—“Common- 
wealth Income Tax” [280]. 

Had the owners’ principal place of business been out of Aus- 
tralia, 5 per cent. of the outward freight and passage money would 
have been assessable—“Commonwealth Income Tax” [279]. 


Question 3: 

Define “bona fide prospector” in terms of the Federal Income 
Tax Assessment Act. 

To what income exemption is he exclusively entitled? 


Answer 3: 

“Bona fide prospector” means a person, other than a company, 
who has personally carried out the whole or major part of the 
field work of prospecting for gold in the particular area, or 
who has contributed to the expenditure incurred in the work of 
prospecting and development in that area, and includes a company 
which has itself carried out the whole or major part of such work. 

An exemption is granted in respect of income derived from 
the sale, transfer, or assignment by him of his rights to mine 
for gold in a particular area in Australia (which includes Papua) 
or in the Territory of New Guinea—“Commonwealth Income 


Tax” [68]. 


Question 4: 
A pastoralist is considering the advisability of wire netting 
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his property and asks you whether he is entitled to include the 
cost as a deduction in his Income Tax Return. 


Advise him fully as to his position. 
Answer 4: 

The taxpayer must prove to the satisfaction of the Commissioner 

that : 

(a) he is carrying on agricultural or pastoral pursuits in a 
district subject to the ravages of animal pests; and 

(b) he has expended money for, or entered into a contract or 
undertaking with the Government or a State authority for, 
the purchase of wire netting for the construction of a fence 
to prevent pests entering land used by him in the production 
of assessable income. 

A deduction is allowed of: 

(a) Such amount as the Commissioner is satisfied has been 
expended in the purchase of wire netting placed in position 
in the year of income and the amount expended in placing 
it in position; 

(b) where the taxpayer purchased wire netting from the 
Government or a State authority—the amount paid in the 
year of income as purchase money and interest, and the 
amount (if any) expended in placing it in position.— 

“Commonwealth Income Tax” [152]. 


Question 5: 

A client informs you that he is about to visit England and 
intends to leave by the first P. & O. vessel sailing in June next. 

Advise him as to any steps necessary for him to take with 
regard to his Income Tax position. 

In addition, what obligations, if any, are imposed on the 
shipping company in this connection? 


Answer 5: 

Upon the application of any person about to leave Australia, 
the Department may, if satisfied— 

(a) that that person is not liable to pay income tax; 

(b) that arrangements have been made to the satisfaction of 
the Commissioner for payment of all income tax that is 
or may have become payable; or 

(c) that income tax payable is irrecoverable, 
issue a certificate that there is no objection to his departure. 

Unless and until the taxation clearance certificate is presented 
to the office of the shipping company, authority to travel is 
prohibited. 

It will be seen, therefore, that the first step to be taken is for 
the client to apply to the local Taxation Department for a 
taxation clearance certificate. He must either pay all taxes due 
on income derived by him up to the date of his departure, or 
arrange for some responsible person to enter into a guarantee 
for their payment. 
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On receipt of his clearance certificate, the client will present 
it to the shipping company, which will then issue his ticket. 

The shipping company must furnish to the Income Tax Depart- 
ment, on the first working day after departure from each port, 
a list showing names and last known addresses in Australia of 
all persons (other than the crew) travelling, together with all 
taxation clearance certificates—‘“Commonwealth Income Tax” 


[366]. 


Question 6: 

John West, who is the owner of the freehold, grants a lease 
of business premises for five years to William East, for a 
premium of £2,500. At the end of the third year, Edward South 
offers West £5,000 for a five-year lease, to commence at once. 
West induces East to surrender the balance of his lease for 
£2,000. 

How would these transactions appear in the Federal Income 
Tax returns of West, East and South respectively? Show your 
workings. 


Answer 6: 


West 
West receives from South for five-year lease .. £5,000 
West pays East to surrender his lease .. .. .. .. 2,000 
ee ND ae ak wwe A ie Ae Se we 
East 
East receives from West .. .. .. .. .. .. -.. £2,000 
East paid West for the first lease .. . £2,500 
East has been and will be allowed £500 x 3 1,500 
1,000 
ED cx 44 ke Sa ca wa ae Oe) 08 op 


N.B.—Section 88 provides for a sinking fund deduction of a 
proportionate part of the amount of the premium, arrived at by 
distributing that amount proportionately over the period of the 
lease unexpired at the date when the premium was paid. At the 
end of the third year, East was still the lessee of the land, and 
it is contended that in his assessment of that third year, he should 
receive a sinking fund deduction for the whole year (including 
the last day, as the law does not recognise fractions of a day). It 
is for this reason that East is stated in the answer to have received 
sinking fund deductions for three years at £500 per annum = 
£1,500. 

The question says that at the end of the third year (presumed 
to be some time on the last day of the third year) East surrendered 
the lease and at that moment of time the unrecouped deduction 
was £1,000, vide an¢wer. 
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There is another possible answer, viz., that East had received 
sinking fund deductions only in respect of the first and second 
years, viz., £1,000, and that therefore the unrecouped premium is 
£1,500, so that the net premium in respect of the surrender of the 
lease to West is £500, viz.: 





i ~ . earn ae, eee 
Premium paid .. ae So " £2,500 
Less sinking fund “deduction 2 years @ 
Gaee OM. os os 1,000 
1,500 
See EN. os ce ka, 04 co ox en 46 we ce, _ 





I do not think this answer is correct because Section 85 says 
“and the whole or any portion of that amount has not been 
allowed or is not allowable as a deduction in assessments . . .” 
There is “allowable as a deduction” to East, the sum of £500 in 
respect of the third year and, therefore, East should claim this 
£500 deduction in the third year against his income from personal 
exertion and he should return a net premium of £1,000, vide 
answer, which is assessable at the special rate provided for by 
S. 86. 

South 

South is entitled to an annual sinking fund deduction of 

£1,000 in respect of the £5,000 premium paid by him to West 

for a five-year lease. 

See “Commonwealth Income Tax” [210]. 


Question 7: 
In your profession as a practising accountant, you have the 
preparation of various Income Tax returns for residents and non- 
residents. These clients receive dividends from various com- 
panies as set out below. Are they assessable or exempt for 
taxation purposes? 
Dividends received from: 
(1) Gold mining companies in New Guinea. 
(2) Gold mining companies in Noumea. 
(3) Wholly ex-Australian companies. 
(4) Partly ex-Australian companies which are non-residents— 
(a) paid wholly and exclusively out of ex-Australian 
profits, 
(b) paid partly out of ex-Australian and partly out of 
Australian profits, 
(c) paid out of Australian profits. 
(5) Partly ex-Australian companies which are residents— 
(a) paid wholly and exclusively out of mnon-assessable 
ex-Australian profits, 
(b) paid wholly and exclusively out of assessable ex- 
Australian profits, 
(c) paid partly out of ex-Australian and partly out of 
Australian profits. 
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(6) Wholly Australian companies— 

(a) paid out of assessable income by means of bonus 
shares, 

(b) paid partly out of assessable income and capital profits, 

(c) paid wholly and exclusively out of profits arising from 

revaluation of capital assets by way of cash dividend, 

; (d) paid wholly and exclusively out of profits arising from 

revaluation of capital assets by way of bonus shares. 


Answer 7: 
(A = Assessable. E = Exempt.) 


Resident Non-resident 
) Pee E E 
(2) If ex-Aust. co. E(See note at end) E 
If Aust. co .. E(See note at end) E 
ae E E 
(4) (a) .. E E 
(b).. A A as to propor- 
tion paid out of 
Australian profits 
(c) A A 
(5) (a). E E 
(b).. A E 
a A A as to propor- 
tion paid out of 
Australian profits 
2) eer ee A A 
Saree A A 
Bee ne Se ees A A 
(d) . pid E E 


See “Commonwealth Income Tax” [106]. 
N.B. Gold Mining Companies in Noumea.—The position is 
the same as companies which are not gold mining companies, 


(1) The position of the company. Is the company an Austra- 
lian or an ex-Australian company? 

(a) If it is a resident company, then the income derived by 
it from sources in Noumea is assessable unless specifi- 
cally exempted under S. 23 (q). Section 23 (q) 
exempts income derived by a resident from sources out 
of Australia where that income is not exempt from 
income tax in the country where it is derived, or where 
the taxpayer is liable to pay royalty or export duty in 
any country outside Australia in respect of goods, from 
the sale of which the income is derived. It is highly 
probable that Noumea imposes either an income tax 
in respect of income derived from sources in Noumea, 
or alternatively, that it imposes an export duty or 
royalty in respect of gold won in Noumea. On this 
assumption, the whole of the company’s income is 
exempt from Commonwealth Income Tax. 
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(b) If it is a non-resident company, the whole of its 
ex-Australian income is exempt, S. 23 (r). 


(2) The Position of the Shareholders. Section 44 (2) (a) 
provides that the assessable income of a shareholder shall 
not include dividends received from a company that does 
not carry on business in, or derive income from, sources 
in Australia, and this is so whether or not the company is 
a resident or non-resident. 

(a) If the company does not derive any income from 
sources in Australia, that is, assuming the whole of its 
income was derived from gold mining in Noumea, then 
the dividend is exempt in the hands of the shareholder. 
This is so, 

(i) whether the company is a resident or a non- 
resident ; or 

(ii) if the company is a resident, whether or not its 
ex-Australian income is assessable or exempt for 
Commonwealth income tax purposes. 

This is probably an unexpected result, because if the 

company were a resident, and it derived income wholly 

and exclusively from Noumea, but that income was 
not exempt under S. 23 (q), then the company itself 
would be wholly assessable in respect of its income 
and the shareholder would be completely exempt in 
respect of the income because the company does not 
carry on business in, or derive income from sources in, 

Australia. 

(b) If the company derives income from sources in Aus- 
tralia as well as from sources in Noumea, the position 
is as follows: 

(i) If the ex-Australian income is exempt, then the 
dividend must be declared wholly and exclusively 
out of that ex-Australian income, otherwise the 
whole of the dividend is assessable in the hands 
of the resident shareholder. 

(ii) If the ex-Australian income is assessable (that 
is, not exempt under S. 23 (q)), then the dividend 
is wholly assessable in the hands of the resident 
shareholder. 


Question 8: 


Define in terms of the Federal Income Tax Assessment Act 
any four of the following :— 
(1) Australian business controlled abroad. 
(2) Exempt income. 
(3) Primary production. 
(4) Business. 
(5) Dividend. 
(6) Live stock. 
(7) Relative. 
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Answer 8: 


The answers are set forth in the following paragraphs of 
“Commonwealth Income Tax” :— 

(1) [280]. 

(2) [19] and [53]. 

(3) [80.] 

(4) [34]. 

(5) [106]. 

(6) [82]. 

(7) [249]. 





ADJUSTMENT UNDER New SoutH Wa tes Act IN RESPECT OF 
OVERLAPPING OF INCOME TAX PERIODS 


“E.L.C.” (S.A.) writes as follows: 

“Under Section 10 (2) of the Income Tax (Management) 
Act, 1936, where in consequence of the change in the State’s 
accounting period income derived in one year has been assessed 
twice, the Commissioner is required in the event of the taxpayer’s 
death to ‘make such adjustment as is just.’ 

“The words of the Section are mandatory and their applica- 
tion is not subject of any discretionary power vested in the 
Commissioner. 

“Recent claims for adjustment by trustees of deceased tax- 
payers affected have been rejected by the Commissioner where, 
through insufficiency of income in the three years preceding 
death, no tax has been payable in those years. Section 210 (2) 
(e) is quoted as the authority for the decision. 

“This decision, if correct, nullifies Section 10 (2) in such 
cases. Is the decision correct? 

“The Commissioner apparently takes the view that the adjust- 
ment can only be effected by the amendment of an assessment. 

“A similar view was taken by the Federal Commissioner of 
Taxation and was the subject of a decision of the High Court 
in re The King and Federal Commissioner of Taxation 1 A.T.D. 
17. 

“It would appear that the principle of that decision is the 
authority for the proposition that Section 210 does not affect 
Section 10 (2), and I would appreciate your comments.” 


Answer: 

Section i0 (2) of the N.S.W. Income Tax (Management) Act, 
1936, provides as follows :— 

“Where a company is wound up, or an individual person dies 
or ceases to be a taxpayer, in any year, and the same income of 
that company or person has, under the provisions of this Act or 
the previous Acts, been included in the assessable income of that 
company or person for more than one year of income, and no 
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adjustment in regard thereto has previously been made, the 
Commissioner shall make such adjustment as is just.” 

Section 210 (2) (e) of the same Act provides that an amend- 
ment may be made under that Section—in any case not specified 
in subsection (2)—within three years from the date upon which 
the tax became due and payable under the assessment. 

It will be noticed that S. 10 (2) does not refer to an assess- 
ment, but, as pointed out in “E.L.C.’s” letter, the Commissioner 
“shall make such adjustment as is just.” 

Again, S. 10 (2) does not even mention the words “amend” 
or “amendment,” and consequently I am of opinion that, as the 
Commissioner is required to make an adjustment, not an amend- 
ment, S. 210 (2) (e) has no application. 

The case referred to by “E.L.C.” supports this contention, and 
I am of opinion that there is no time bar to the adjustment 
required to be made. 

If my reasoning be correct, it follows that the Commissioner’s 
decision to reject claims through insufficiency of income in the 
three years preceding death is incorrect. 





Victorian Companies Act, 1938 


The May 20, 1939, issue of The Accountant reproduces the 
notes compiled by the Joint Committee of Accountancy and Secre- 
tarial Bodies in Victoria on the 1938 Bill, and devotes a leading 
article to a consideration of the new provisions in the Act relating 
to accounts and audit. 

Generally, though certain of the new provisions are regarded 
as stringent, they are viewed with approval. 

So much has been said in Victoria during the passage of the 
Bill and since it became law about the unwisdom of going further 
in the control of published accounts than has been thought neces- 
sary by the British legislature, that the concluding paragraph of 
the leading article, which we reproduce below, is of particular 
interest : 

In our columns, we have often expressed the view that an amendment 
to the Companies Act, 1929, in the direction of tightening up the English 
law relating to the publication of the Profit and Loss Account, and in the 
direction of remedying the present highly unsatisfactory position regarding 
the accounts of holding companies, is inevitable. The State of Victoria has 
now furnished a precedent within the British Empire, where a government 
has undertaken the responsibility of specifying what a Profit and Loss 
Account must contain, and of requiring consolidated accounts, or, alterna- 
tively, of separate publication of subsidiary accounts. ; 

Admittedly, conditions in a Dominion are far less complicated than in 
England, but the object lesson provided cannot be ignored, and the future 
experience of the State of Victoria will be watched with interest, for it 
seems to us very likely that Parliament at Westminster will, before very 
long, find itself making a fairly close copy of a leaf taken from the Statute 
Book of a daughter legislature. 
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THE AUSTRALIAN ACCOUNTANT 
Readers’ Questions and Replies 


PROFIT ON REALISATION OF FIXED ASSETS: TREATMENT IN 
AccouUNTS 


A Melbourne reader has submitted the following inquiry: 

A limited company has land and buildings on its books valued 
at, say, £50,000 (cost). Supposing— 

(a) One of the properties valued at £10,000 is sold for £12,000. 

(b) On the other hand, that the property is sold for £8,000. 

What would be the correct method of dealing with the profit 
or loss as the case might be? 


Reply: 

The question may be considered from two aspects : 

(a) Whether any profit made on the realisation of a fixed asset 
is available for dividend purposes ; 

(b) Whether profits or losses on the sale of fixed assets should 
be dealt with through the profit and loss account. 

It is assumed that the properties in question are fixed assets. 

It has been held that, in certain circumstances, profits on the 
realisation of fixed assets may be profits available for distribution 
as dividends. These circumstances are— 

(a) If the Articles of Association permit the distribution of such 
profits as dividends. Unless they do, the profit is not avail- 
able for distribution. For example, if the articles provide 
(as they commonly do) that dividends shall be paid only out 
of profits arising from the business of the company, capital 
profits are not available for dividend purposes. 

(b) If the profit is realised (Lubbock v. British Bank of South 
America). 

(c) If regard is had to the results shown by the year’s accounts 
as a whole (Foster v. New Trinidad Lake Asphalte Co. Ltd.). 

As to the manner in which the items should be shown in the 
accounts, Section 123, Subsection 4, of the Victorian Companies 
Act, 1938, provides that— 

“The Profit and Loss Account shall show the balance of 
profit and loss for the period which it covers, and shall in 
particular show separately ... . any profit or loss arising from 
the sale or revaluation of fixed or intangible assets.” 

It would appear, therefore, that, whether the sale of the 
properties resulted in a profit or a loss, it should be shown in the 
profit and loss account as a separate item. If the profit is not 
available for distribution as a dividend, it should then be trans- 
ferred from the profit and loss account to a capital reserve 
account. 

It would be preferable to pass the item through the profit and 
loss account, whether it is to be transferred to the capital reserve 
or not, for the reason that, apart from the requirements of Section 
123 (4) of the Companies Act, it is desirable that there shall. be 
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such continuity in the accounts that it will be possible, over a 
term of years, to trace through the profit and loss account and the 
appropriation account the total accretions to, or diminutions of, 
accumulated profits and reserves. 





The Sales Budget —| 


By R. A. HIckIN, A.1.c.A. 


A primary consideration in budgeting for sales is the relation 
of each line of merchandise to the total market for a line of its 
type: what relation does the total sale of the merchandise bear 
to the potential demand? 

Advertising cannot, except in rare circumstances, create a sales 
demand out of nothing. There must be a need for certain goods 
before there is an opening for the appeal of advertising. Thus it 
may readily be perceived that, in time, a limit must be reached 
beyond which the most effective advertising, perfected by all the 
knowledge and skill of experts, is incapable of stimulating demand. 
The only way of increasing sales which is then open to the business 
man is to seek to divert some of his competitors’ business to 
himself. More attention will be paid to this condition of affairs 
later. 

It is possible, no doubt, for each reader to picture another line 
which has not reached, nor probably will ever reach, the limit of 
potential demand. In such circumstances, judicious advertising 
and effective selling methods may reasonably be expected to 
increase the turnover. Each line of merchandise should be 
subjected to a dispassionate criticism to ascertain whether it is 
earning its share of the business to be had, or whether it is labour- 
ing under such handicaps as a lack of advertising support, or 
perhaps an uninteresting package. Every business man ought to 
study a good packaging and merchandising journal regularly and 
systematically, for there is often more potential sales stimulus to 
be achieved by adding a new colour to the package or by changing 
its appearance in some other way, than by spending a thousand 
pounds in advertising. In modern business it is not essential 
to have a superlatively good product—effective merchandising 
often covers a mass of mediocrity. Producers and salesmen have 
known this for a long time, and even the credulous consumer is 
beginning ta find it out. There is no evidence, however, that the 
discovery has to any degree estranged him from the market-place: 
he is still to be found turning over the wares; the only difference 
is that he likes the process to be as pleasant as possible, and 
accordingly selects the articles which are most pleasing to the 
eye. When advertising and business men generally learn that the 
consumer of to-day is not very far removed from the guileless 
savage, to whom a piece of coloured glass or cloth was a supreme 
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delight, it may be expected that their lot will grow much lighter. 
The most powerful appeal is still the appeal to the eye. This 
should be borne in mind when considering the packaging of each 
line. 

The business man should take his products out and array them 
on his table, and ask himself such questions as: Would their 
appearance add to, or detract from, the general attractiveness of 
a display? If they were placed in his distributor’s showcase side 
by side with competitors’ goods, which would suffer by compari- 
son? Has the package the maximum sales value, or is it capable 
of improvement in some way? Could its size be increased without 
risking the disillusionment of the customer when he opens the 
package and compares its size with that of the contents? Are the 
colours sufficiently arresting, and is the colour scheme harmonious ? 
These are very searching questions, and each should be given due 
weight. There are probably others as well; the main thing is that 
such a criticism should be made, and every such question given 
serious consideration. 

Following upon this enquiry is the necessity of estimating the 
selling value of any improvements decided upon. The estimate 
should err, if it errs at all, on the side of conservatism. Other 
factors besides attractiveness of presentation affect the sale of a 
line, so that undue importance should not be attached to an 
alteration until its effectiveness has been tried. Experiments are 
not always successful, and it is safer, when budgeting, to keep 
a tight rein on enthusiasm. It must also be remembered that 
competitors will not be inert during the budget year, and efforts 
made to improve the sales pull of any line may be more than 
matched bv corresponding efforts on the part of the competitive 
market. Accordingly, estimates based on such uncertain factors 
should be very cautiously made. 

Other items of a general character will probably require 
attention, but for the present it will suffice to stress the necessity 
carefully to consider each factor relevant to the individual lines 
of merchandise, before proceeding to an examination of the usual 
sources of information regarding the market. 

A consideration of first importance is the economic condition 
of the country, for there are certain economic conditions which, 
when operating, vitiate all attempts to promote sales. There are 
statistics available from which such information may be obtained, 
and the budget officer should make himself thoroughly familiar 
with these. It is, of course, impossible, in most circumstances, to 
determine the exact volume of sales of competitive lines, but the 
salesmen’s reports should furnish a useful indication, for the 
salesman who manages to ingratiate himself with his customers 
is often able to obtain from them reliable figures which should be 
exceedingly useful in estimating the strength of competition. 
Graphs, periodically revised, should be made of these figures. 
Such graphs will be, very often, a reliable indication of consumer 
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demand: more reliable, in fact, than the more general economic 
charts and tables. These should not, however, be neglected. 

An examination of the economic statistics and graphs and 
charts of competitive sales may indicate that a recession of trade 
may be expected during the budget year, and if this is so, the 
estimates made upon other data should be modified accordingly. 
The same remarks apply if the contrary indications prevail, but 
in this case the estimates should not be too optimistic. Often 
these trade cycles are of short duration—may, indeed, cover only 
a few weeks or months—whereas, in other circumstances, a 
tendency which is revealed when budgeting may endure for a 
much longer period. This is where the difficulty of sales budget- 
ing is felt most, especially in those lines which react sharply to 
economic fluctuations: and a correct diagnosis of conditions 
requires much care and skill. If the advertising is handled by 
an agency, the officer in charge of the sales budget is in a much 
happier position than in those concerns which place their own 
advertising; for the advertising agent has intimate knowledge of 
a wide area of business, and can usually be prevailed upon to 
furnish figures bearing on trade tendencies, competitive 
advertising, etc., which should be exceedingly useful in budget 
preparation. He also has the most detailed information available 
on advertising media, circulations, regional conditions, and so on, 
and is anxious to justify his employment by making these facts 
available for the use of his clients if required. The main thing 
is that every possible source of information should be utilised, 
and for this purpose the budget officer will consult year books, 
economic surveys, bank returns, etc., as well as the sources 
already mentioned. 


Salesmen’s Reports 


In addition to furnishing details of calls made, orders booked, 
etc., the salesmen’s reports should be so designed as to provide 
from day to day or week by week, the individual salesman’s 
viewpoint on specific conditions. There should be ample space 
for the recording of customers’ comments, special information or 
facts relating to various lines and their competitors, suggestions 
by both customers and salesmen, etc., so that it would be possible 
to compile from the reports a comprehensive regional survey of 
the business done, as well as of future prospects. The daily 
reports should be supplemented by a weekly or monthly resumé, 
in which each salesman should be encouraged to make suggestions, 
and, if necessary, criticisms, of a constructive nature, with a view 
to increasing the effectiveness of the sales programme in his 
territory, and of providing the central sales executive with direct 
information and comment to guide him in his administration 
and planning. The criticism is often heard that, in sales promo- 
tion, the views of the sales staff are frequently ignored, or their 
potentialities as contributors to the general sales programme 
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underestimated, and there is no doubt that the business which 
frowns upon suggestions from the sales staff labours under a 
severe handicap. The knowledge which an active outdoor 
representative has of his territory is necessarily more intimate 
than that of the sales executive, and this should be recognised 
and the salesmen given a definite place in the general programme 
of sales administration. An adequate system of reporting such 
as that outlined above should do much to effect this very desirable 
object. 
Sources of Information 

It should now be possible to present in summary form the 
various sources from which information essential for the 
compilation of the sales budget may be derived :— 

Economic data—graphs and indexes. 

Facts and figures relating to specific regions: main source— 
advertising experts’ reports. 

Salesmen’s reports. 

Proposed changes in presentation of merchandise. 
Proposed advertising appropriation. 

Past results. 

Other considerations. 

5 and 6 now call for special comment. 

5. The advertising appropriation should be worked out and 
allocated in detail at the same time as the sales budget is being 
prepared. This will be dealt with in a later article, and the reader 
is referred to the earlier articles of the series for general remarks 
on the advertising programme. Here it is desirable to repeat: 

(a) A complete regional and periodical allocation of the 

appropriation should be made; and 

(b) The various advertising media and the sums to be expended 

on each determined, before the sales budget is finalised. 


6. The examination of past results forms a very reliable 
source of information for the compilation of the estimates which 
are the foundation of the sales budget. Other considerations are 
to varying extents theoretical, but the enquiry into actual sales 
figures for past periods is essentially a practical matter. 

As in the consideration of the factors already mentioned, 
the enquiry as to past results takes the form of a careful 
examination of figures for each line of merchandise. It is futile 
to take the sales en bloc and endeavour to use these for the 
estimates. The old practice of taking the total sales and adding 
a percentage increase for the budget year is now universally 
discredited, but it is amazing how human nature will cling to 
methods which experience and common sense alike show to be 
clumsy and worthless. 

If a system of budgetary control be already in operation, the 
task of budgeting for the ensuing year will be simplified. The 
budget system should be so related in all its parts that the 
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slightest deviation from estimates will be at once observed and its 
causes investigated. Those responsible for sales, viz.: sales 
managers, internal and external salesmen, etc., should be asked 
for an explanation of any failure to realise the estimates, as well 
as realisations exceeding the budget figures, and these explana- 
tions noted in sufficient detail to enable the threads to be picked 
up at once and pieced together months afterwards, if necessary. 

In this connection the clear distinction between the work of the 
budget officer and the sales executive needs to be emphasised. 
The sales manager and his staff are employed to promote sales, 
while the work of the budget officer is to estimate sales. In this 
article it will already have been noticed that the distinction is very 
loosely observed, for the obvious reason that in many cases the 
two functions are performed by the same persons. But the 
essential difference between them should not be lost sight of. The 
budget officer, as such, is not responsible for carrying out the 
sales programme—that is the work of the sales department, and 
it is the sales executive who should be expected to provide 
explanations when the budget estimates are not realised. In 
practice, however, even if the two functions are performed by 
the same officers, there should, of course, be the closest co-ordina- 
tion of effort to ensure that the estimates are reasonably capable 
of accomplishment. 

The sales obtained during the current and past periods should 
accordingly be the subject of careful examination, with a view to 
determining the factors that affected sales, and their probable 
effect during the budget year. This was touched upon in the 
preliminary survey which appeared in the May issue of the 
Journal, but more detailed consideration is now desirable. 

A careful review of the salesmen’s reports should first be made, 
to ascertain to what extent agreement exists among the selling 
staff on certain points which have a vital bearing upon sales. 
This examination may indicate that the pricing policy requires 
revision, in view of competitive prices, or that the size of the 
line bears such a relation to its price in contrast to other lines of 
a similar nature that it should be increased ; or, if the comparison 
is in favour of the line, the indication might be that an alteration 
in the advertising appeal might be directed towards stressing 
economy in use. Another possible discovery may be that the 
inducement offered to the distributor and retailer is less than 
the margin they receive from a competitor’s line, and for this 
reason the goods do not receive all the backing from the trade 
which it is possible to achieve. If this is the case, an increase 
in distributors’ and retailers’ profits might be made, either by a 
straight-out increment in the profit allowed or by the offer of a 
bonus on set quantities, which should also, in most cases, have 
the effect of increasing the quantities ordered by the trade from 
time to time. Often an additional return of this nature will 
have the effect of raising the sales figure to such an extent that 
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economies will be effected in production costs, and these, together 
with the return from increased sales, will more than compensate 
for the additional trade discounts allowed. All these matters 
require the attention of the sales executive; but their probable 
effect upon sales during the budget year will need careful enquiry, 
and this is where close collaboration between the promotion and 
estimating officers will prove most beneficial. 

A memorandum should be sought from each selling represen- 
tative, setting out his views on these and other matters. The 
logical procedure is to compile a questionnaire from the 
information gathered by a perusal of the salesmen’s reports, and 
address a copy to each representative with a request for a full 
and careful consideration of each enquiry. 

It will be seen that if the sales budget is to be prepared intelli- 
gently, these preliminary enquiries should be commenced at an 
early date, so that when the time arrives for budgeting all the 
essential data will be in hand. 

Another consideration is the progress being made by each 
line. Do the sales figures indicate that consumer demand is 
increasing as a result of the advertising appeal and the general 
promotion campaign? A long view should be taken of this 
question. The history of each line should be investigated, and 
the essential data set out in a careful resumé of the facts. We 
are all familiar with instances of a line which enjoys every 
apparent advantage, and yet is persistently unresponsive to 
promotional efforts. What is the trouble? Is competition so 
firmly established that all the money employed on propaganda is 
to all intents and purposes so much waste? Or is the line 
labouring under obvious disadvantages, so that it is impossible 
to market it economically in its present form? The answers to 
these questions will usually determine the steps to be taken. In 
either case it may be considered that a change in the name or 
set-up of the goods would react beneficially upon sales even 
though the promotional expense involved would at first be 
considerably greater than under present conditions. The public 
will often buy a new product if it is sufficiently well advertised, 
although they are unwittingly buying an old line under a different 
label. Instances where this has been proven will spring readily 
to the mind. The essential thing is that possibilities of this 
nature ought to be considered when a slowly moving line is under 
examination. 

Further considerations affecting the estimates, and the methods 
of formulating the budget programme, will be discussed in the 
next article. 
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Statistical Method as applied to Accounting 
Reports 
By A. A. FitzGERALD 


I.—RELATIONSHIP BETWEEN STATISTICS AND ACCOUNTING 
Meaning of Statistics 


The term “Statistics” is used in two senses: 

(a) Collections or aggregations of numerical data, and 
(b) Methods used in collecting, tabulating, analysing and 
interpreting numerical data. 

In order to avoid confusion or ambiguity in the use of the word, 
it is desirable to use the terms “Statistical Data” and “Statistical 
Methods” respectively when speaking of statistics in one or other 
of these senses. 

As the word itself suggests, statistics were originally collections 
of numerical data having to do with the State, such as data as 
to population, births and deaths, migration, trade, wages, prices 
and so on. In the course of time, persons engaged in the collec- 
tion, tabulation and analysis of this information have developed 
and perfected methods which are particularly suitable for use in 
dealing with such aggregations of facts numerically expressed, 
and have discovered certain principles which govern their 
behaviour. In this way, a specialised art of statistical investiga- 
tion has arisen. 

Moreover, as time has gone on, it has been found that the 
methods used by statisticians can be applied to the problems 
encountered in many sciences other than those which deal directly 
with the problems of the State, and one of the most recent of the 
applications of the art of statistical investigation has been in the 
realm of business. 

In the solution of business problems, assistance is more and 
more being sought from the collection and analysis of statistical 
data relating to economic matters as well as to individual experi- 
ence of separate business units, and the methods which have been 
used by statisticians generally for many years have, therefore, 
become of particular significance to business managers. 


Types of Business Statistical Data 
The statistical data which is likely to be of use to business 
management is of two main kinds: 
(a) External business statistics ; 
(b) Internal business statistics. 
External business statistics are those kinds of statistical data 
which are outside the experience of the individual firm, but which 
nevertheless have an important bearing upon the day to day deci- 


1. See Day: Statistical Analysis, Chapter I, or Secrist: An Introduction to Statistical 
Methods, Chapter I. 
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sions and plans of the manager of the individual firm—e.g., a 
knowledge of statistics relating to banking, imports and exports, 
general price levels and the like is of the utmost importance in any 
budget plan of the individual business.? 

Internal statistics are those kinds of statistical data which can 
be obtained from the records of individual firms, relating to their 
finance, costs, sales, production volume and expenses. 


Statistics and Accounting 
So important are the uses of the masses of statistical data which 


d are now available as aids to the effective management of business, 

and so necessary is it that this data should be used, and not abused, 
i, that it is not uncommon in large businesses overseas to find a fully- 
il developed statistical department, in which officers trained in statis- 
r tical methods are employed in the collection, tabulation and 


analysis of both external and internal data. The relationship of 
this statistical department to the accounting department presents 
an interesting problem, the solution of which depends upon the 
view that is taken of the scope of the accounting functions. 
- On the one hand, there is the view expressed, e.g., by Secrist, 
» a Professor of Economics and Statistics, that “business needs a 
record of its past history, with respect to sales, costs, sources 

a * of materials, market facilities, etc. . . . . This necessity 
r extends not only to matters affecting accounts and accounting, 
- but also to sales, population growth, consumer demands, transpor- 
tation, sources of raw materials, advertising and display, industrial 
accidents and liability, capital accumulation, income distribution, 
marketing possibilities, prices and price movements, banking 
facilities, production, etc. Accounting alone does not meet this 
need. It is concerned principally with recording debtor and 
creditor relations and financial transactions and with balancing 
accounts. These are all necessary, but they are inadequate.’® 

J. H. Bliss, on the other hand, includes amongst the functions 
of the accountant the following: 
; “Direction of the accounting forces and work in such a manner 
| that appropriate reports and statistics are produced conveying to 
the management and operating forces statistics and information 
developed from the accounts in such shape that they may be most 
conveniently and effectively used.””4 

Professor Secrist’s view is based upon a limited conception of 
the scope of accounting. Had he used the term “book-keeping” 
instead of “accounting,” it could readily have been accepted, but 
if such arts as cost accounting, sales analysis, business forecasting 
and budgetary control are regarded as branches of accounting, 
the scope of accounting is so far extended as to cover much of 
the statistical data which is needed by business. 


np ww 





i ee fd 


2. For a description of the Sources of External business statistics available in Australia, see 
F. R. E. Mauldon: The Use and Abuse of Statistics, Chapter III 

3. An Introduction to Statistical Methods, Chapter I. 

4. Management through Accounts, page 10. 
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In those business units (by far the greater proportion) which 
do not maintain a separately organised statistical department, it 
is clear that the collection, tabulation and analysis of the internal 
statistical data must be carried out by the accountant, and, so far as 
the external data is concerned, it is likely that, if it is to be used 
at all, it must similarly be handled through the accounting depart- 
ment. 

Even if a _ separately organised statistical department is 
employed, the collection and tabulation of the data relating to 
sales, production costs, expenses and financial relationships, at 
least up to the point at which the final accounting statements are 
prepared, must undoubtedly be regarded as work which is to be 
performed by the accounting department. If the results of this 
work are to be later used by the statistical department, it will be 
highly desirable that they shall have been prepared with that end 
in view—i.e., the value of accounting reports which are to be 
used by statisticians will be materially improved if the accountant 
who prepares them has at least a working knowledge of the 
methods which the statistician will use in analysing them. 

Moreover, there is a very striking resemblance between statis- 
tical methods generally and accounting procedures—a resemblance 
so striking that it is not too much to say that, essentially, account- 
ing is a kind of statistical procedure. In accounting, as in statis- 
tical work generally, the procedure is as follows: 


i—Both accounting and statistics deal only with information 
which can be expressed in numerical terms. 

ii—The information is collected and tabulated, as a prelimi- 
nary to analysis. 

iiii—The tabulated information is analysed. 

iv.—The results of the analysis are presented in such a form as 
to facilitate, as far as possible, their interpretation. 


It is true that, in accounting, a highly specialised method of 
collection and tabulation (double-entry bookkeeping) is used, 
and that this method is not adaptable to the collection and tabula- 
tion of numerical data generally, but, apart from this, the general 
lines of procedure in accounting and in statistical work generally 
are alike, and, prima facie, it is likely that the accountant can 
still further improve his methods of tabulation and analysis by 
a knowledge of the specific ways in which the statistician has 
found that these tasks can best be performed. 

The application of machines (and particularly punching 
machines) to the bookkeeping procedure has resulted in the use 
in accounting of statistical tables which are far removed from 
the rigid account forms in which hand-written records were 
invariably prepared. Thus, though the principles of double-entry 
have been preserved, the bookkeeper has been released from the 
limitations of the bound book on the form which his tabular 
arrangement of accounts and statements takes. He is now free 
to use forms of tables such as those which have been tried and 
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proved by statisticians, and he has not been slow to do so. But 
it is possible that the accountant has still much to learn from the 
statistician in the art of tabulation and it is still more likely that 
his methods of analysis could be improved by the application to 
accounting analysis of the analytical methods used by statisticians. 
Finally, methods of presentation of the results of analysis which 
are used by statisticians may well be adapted to accounting reports. 

Doubtless it was considerations such as these which led the 
Commonwealth Institute of Accountants to include elementary 
statistical method as part of the scope of the final accounting 
paper in the new examination syllabus, which comes into opera- 
tion next year. With the object of assisting teachers and students 
in preparing for examinations under the new syllabus, a series 
of articles, of which this is the first, will appear in The Australian 
Accountant during the next few months. The series will cover 
the subject of statistical methods to the extent to which it has 
been included in the new examination syllabus. 

It is hoped also that it will serve the purpose of arousing the 
interest of accountants in a fascinating subject, and so induce them 
to make a more complete study of statistical methods than is 
required for the examinations. 

With this purpose in view, an attempt will be made throughout 
the articles to suggest such further reading on the various aspects 
of the subject as would give accountants a thorough grasp of 
practical methods of statistical analysis. 


II.—STaTIsTICAL METHODS AS APPLIED TO BUSINESS STATISTICS 


General Survey of Statistical Methods 


Before turning to a detailed consideration of the application 
of statistical methods to accounting reports, it may be as well to 
take a brief survey of the nature of the methods used by 
statisticians. 

The way in which the statistician works is: 

(a) He determines the scope of the investigation to be covered, 
and the unit in which the information is to be expressed. 

(b) He examines possible sources from which the information 
desired can be obtained, and then proceeds to collect the 
data. 

(c) He tabulates the data so collected. 

(d) He applies to the tabulated information methods of analysis 
such as the calculation of averages or percentages, the study 
of characteristics of the tables, and the study of the various 
trends discernible in the data. 

(e) He presents the results of his investigation either in the form 
of tables or in graphs. 


As applied to business statistics, these various steps involve the 
following considerations ; 
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(a) Scope of Investigation and Definition of Unit 
The scope of any statistical work should be governed by: 
i—the purpose ; 
ii—the possibility that the information can be economically 
obtained ; 
iii—the degree of accuracy desirable and attainable. 


No statistical investigation for business purposes should be 
commenced unless the purpose of the investigation is clearly 
defined and is considered to be worth while, having regard to the 
probable cost of the investigation — for example, the value 
of statistical investigation into costs depends entirely upon the 
use to which the information is put after it is obtained. A cost- 
ing system, therefore, which is not used by the business manager 
as a means of controlling costs is not an aid to business manage- 
ment, but simply an added expense. 

The investigator, before commencing his investigation, should 
always give careful consideration to the answer to these questions: 

i—By whom is the information required, and for what pur- 
pose? 

ii—Can it be used by that person if it is obtained, and will 

it be so used, if obtained? 

iii—Do the advantages expected from its use justify the 

probable expense of obtaining the information? 


If the answers to these questions warrant the commencement 
of the investigation, consideration should then be given to the 
possible sources of the information, their reliability and the degree 
of accuracy that is attainable from the various sources. It should 
be remembered that complete accuracy is seldom attainable, except 
at great expense, and that, for many purposes, a reasonable 
degree of accuracy is all that is required. The use to which the 
information is to be put will have an important bearing on the 
degree of accuracy that is needed. 

As to the definition of the unit, all statistical data must be 
expressed in numerical terms, but so many terms are used in 
business in more than one sense, or with more than one meaning, 
that it is essential that there should be a clear definition from the 
outset of the meaning of the unit in which the information is to 
be expressed—e.g., profits may mean gross or net profit, prices 
may be retail selling price, wholesale selling price or cost price, 
production units may be the quantity entering the process or 
emerging from the process, and so on.5 


(b) Sources of Information 
Statistical data is divisible, from the standpoint of the source 
of the information, into two main classes: 
i—Primary data. 
iii—Secondary data. 


5. For a more detailed discussion of the considerations involved in determining the scope 
and defining the unit, see Riggleman and Frisbee: Business Statistics, Chapters I and II. 
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Primary data are those data which are gathered by original 
observation, measurement or count, as, for example, information 
as to sales, production volume, costs, expenses and the like, which 
is obtained in the course of the bookkeeping procedure, or as a 
by-product of the bookkeeping procedure. 

Secondary data are those which have been collected (and in 
many cases analysed and re-arranged in various ways) by other 
investigators—e.g., statistics collected and published by the Com- 
monwealth Statistician and the various State Statisticians, or by 
trade associations. 

If secondary data are used, it is, of course, important that 
regard should be had to the purpose for which the information 
was obtained in the first place, and to the degree of accuracy which 
has been attained in its collection and presentation. Unless this 
renders it suitable for use for the secondary purposes, it should 
not be so used. 

Primary data may be collected in one or more of the following 
ways: 

ii—By personal collection, or by personal enquiry. Most 
internal business statistics are obtained in this way, in 
the course of the bookkeeping procedure, or as by-products 
of the bookkeeping procedure. 

ii—By reports made by selected officers or agents as a result 

of their personal enquiries. Much of the material used 
in marketing analysis and sales forecasting is obtained 
in this way. 

iii—By questionnaires addressed to persons outside the busi- 

ness, such as customers or prospective customers.® 

In many cases, it is not possible, at reasonable cost, to collect 
complete information, and resort may then be had to the method 
known as sampling. This is a method of selecting at random a 
number of items from a large group, and using these as represen- 
tative of the whole group. 

An illustration of this method of sampling is the questionnaire 
addressed to a number of customers, but not to all the customers, 
of a business, the replies to the enquiries which have been made 
being then regarded as representative of the replies that would 
have been received if all the customers had been questioned. 

In any sampling, the following principles must always be 

observed : 

i—The selection must be a random selection. If it is con- 
sciously planned, there is grave danger that the statistical 
data so obtained will be “biased.” In statistical method 
“biased” means not that the investigator has a personal 
bias, but that the statistical data themselves are likely to 
be influenced in one direction more than in another. In 
other words, the sample may not be truly representative of 
the whole. 


6. For a detailed discussion of the Questionnaire method, see Riggleman and Frisbee: 
Business Statistics, Chapter II and Appendix I. 
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ii—The number of observations or enquiries made should be 
large enough to iron out the influence of abnormal items 
which may appear in the sample. Obviously, the larger 
the proportion of the selected items to the total items 
which it is sought to represent by sampling, the more 
reliable will be the indications given by the sample of the 
characteristics of the whole field. Thus, in a statistical 
investigation into the costs of individual jobs, an attempt 
might be made to ascertain the typical cost per unit of 
the work done by selecting at random certain jobs, rather 
than by examining the cost of all jobs which have been 
undertaken during the period. The larger the number of 
jobs included in the sample in proportion to all the jobs 
undertaken, the greater will be the probability that the 
sample will be characteristic of the whole of the jobs. 


(c) Tabulation 

By tabulation is meant the arrangement of the original data, 
after collection, in the form of a classified table or tables. Its 
purpose is to arrange the data collected in such a form as to 
facilitate the mathematical analysis, and later the graphic presen- 
tation, of the results. 

Tabulation has been described as “the intermediate process 
between the accumulation of the data in whatever form they are 
obtained and the final reasoned account of the results shown by 
the statistics.” 

Sorting and classification as a preliminary to the tabulation of 
business statistics may be performed by hand, by listing machines, 
by calculating machines, or by punched card sorting and tabulating 
machines. 

It will be evident to the accountant that, both in hand-written 
accounting records, and in machine accounting, the important 
aspect of the accounting procedure is the classification and sorting 
of the transactions in such a way that ledger accounts and state- 
ments prepared therefrom may be built up in a logical, informative 
manner. These ledger accounts and statements are, in effect, 
statistical tables. Until recently, their form was rigidly governed 
by convention and the exigencies of records in bound books. 
Loose-leaf and card ledgers and machine-made records have 
made possible, and, in some cases, have necessitated, departure 
from the old rigid debit and credit form of accounts, and state- 
ments may now be prepared in a variety of forms, limited only 
by the convenience with which the form can be handled by the 
various kinds of accounting machines. 

It is not possible, nor is it thought to be necessary, to discuss 
the various kinds of machines that may be used in tabulating statis- 
tical data, since these are generally well known to accountants 
and have been discussed in several accountancy text books.® 

7. Bowley: Manual of Statistics, quoted by H. J. Wheldon: Business Statistics and Statistical 


Methods, Chapter VI. 
8. For example, Schnackel and Lang: Accounting by Machine Methods. 
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The forms which statistical tables may take, and the rules which 
should govern the arrangement of the various parts of a good 
statistical table will be dealt with in the next article of the series. 


(d) Methods of Analysis of the Data 


Every statistical table presents in a condensed form the complex 
results of many influences and tendencies, some of which are 
“pulling” in opposite directions. If a statistical table is to be of 
any use in providing information, it must be analysed so as to 
uncover its characteristic features. In particular, it may be neces- 
sary in analysing a statistical table to calculate one or other of the 
many kinds of average or mean which may be used as representa- 
tive of the table generally. 

It may be necessary also to examine the extent to which indivi- 
dual items in the table differ or vary from the average or mean 
which is used. 

Again, in a series of tables which relate (as many business 
statistical tables do) to observations or measurements at inter- 
vals over a period of time, it may be necessary to study the long 
term and the short term movements respectively which can be 
discerned in the tables. 

Finally, it may be necessary or desirable to compare a single 
table with another table, in order to ascertain the extent to which 
movements in the one table correspond with movements in the 
other, or, in other words, to correlate the two tables. 

In this analytical work, devices familiar to the statistician are 
not being generally used by accountants, and, unquestionably, 
accounting reports suffer from the failure to make use of these 
highly-developed and well-tried methods of analysis. Particular 
attention will therefore be given, in later articles in this series, 
to the technique of statistical analysis. 


(e) Presentation of Results 


In the presentation of the results of the investigation, the 
statistician makes an extensive use of the graphic method, as a 
substitute for, or in addition to, tabular presentation. 

Many of the graphic figures and charts used by the statistician 
could, with advantage, be adapted to accounting reports. This 
also will be considered in detail in a later article. 
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Costing in the Steel Tube Trade 


By S. Hays, 8.coM. (HONS.), F-S.S. 


THE Processes INVOLVED 


A few ideas of costing principles as followed in England will, 
I hope, be of interest to accountants in Australia. The details 
given relate to a weldless steel tube and cylinder manufacturing 
firm having some 700 employees. In the understanding of any 
costing system the manufacturing processes involved should be 
known. In the particular case we are considering, the works, 
for costing and organisation purposes, are divided into nine major 
departments, some of which have subdivisions. Steel, in bar or 
billet form, is the main raw material, but large quantities of 
consumable stores are also required. Not all work passes through 
every department; in some cases perhaps only three or four 
departments are affected by particular orders. 

The first department, which is situated alongside the railway 
sidings, is the steel cutting shed. Here the bars of steel are cut 
into the requisite lengths as determined by the production engineer 
for each particular job. Department 2 is the hot drawing shop 
in which the billets are heated in billet furnaces and then punched 
and drawn by means of hydraulic punches and presses. Only 
comparatively large bore tubes and cylinders pass through this 
department. Department 3 is the cold drawing shop which con- 
tains hydraulic presses for drawing cylinders and tubes in the 
cold and also annealing furnaces, for annealing must be carried 
out after each cold drawing operation. The fourth department 
is the shop in which small-bore tubes are punched and hot-drawn 
with, of course, attendant furnaces. Department 5 contains 
electrical draw-benches for cold drawing tubes dealt with in the 
previous department, as well as acid boshes for pickling the scale 
from tubes and cylinders. Department 6 is the tube turning bay 
in which both cylinders and tubes are turned to fine dimensions. 
Department 7, the bottle shop, deals solely with cylinders. Here 
the necks of cylinders are formed. The next department, the 
blacksmith’s shop, is mainly for maintenance purposes but certain 
orders need work to be done there. The last department, the ware- 
house, houses the testing department, packing and loading bay, 
and sundry machines for sawing tubes to length, etc. Department 
9, this last department, is back again to the railway sidings. 


THE RECORDING OF PRIME CosTs 


Every order received is given a number and all steel and stores 
required for the order must be obtained by means of a requisition, 
drawn up and signed in the appropriate manner, which bears the 
number of the order for which it is intended. Naturally, both 
the steel stock and stores department are in charge of a responsible 
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official. When steel or stores have been issued for a specific 
order the requisitions are sent from the works to the costs depart- 
ment and to the clerks who record steel stock and stores. The 
processes and departments which each order must pass through 
are determined by the production engineer, who naturally con- 
siders the volume of work already in a department and tries to 
group similar types of jobs together in order to lessen the time 
spent in changing tools. However, when any material passes 
from steel stock to Department 1 or from any department to 
another, a transfer note made out by a clerk and signed by the 
foreman passing on the material, must be sent with it. This 
enables the foremen and checking clerks, as well as the progress 
department, to keep track of any and every order. The alloca- 
tion of material does not, however, involve so much difficulty as 
does the recording of labour spent on a job. 

In each department the checking clerks are not only responsible 
for recording the passage of material from one department to 
another, but also for recording the time spent by each individual 
worker, if working separately, or by each gang on each par- 
ticular order. Not only does he record this but he also specifies 
each particular process. In some cases, piece rate prices are paid, 
when the number of processes performed will also be registered. 
The accuracy of these records can be relied on because the checkers 
are all in sympathy with the costing system and understand its 
various ramifications. Of course, all the work done in the depart- 
ment is not for purposes of direct production; some is for main- 
tenance, and some, whilst it is directly productive, cannot be allo- 
cated to any particular order. Work done on maintenance is 
allocated where possible to the individual machine (all machines 
are numbered), or to a department and the workers’ time set down 
by the checkers as in the case of production. Time spent in chang- 
ing tools or furnacemen’s labour cannot be set down against any 
one job. Such time is, however, set down on the production sheets 
which are different in colour from maintenance sheets. After the 
sheets have been signed by the foreman they are sent to the wages 
department, who first see that the total time spent by each 
employee agrees with that shown on his time card in the clocking- 
in office, and then the direct wages cost is set down for each 
operation. Thus, supposing the employee in question is paid 
at the rate of 1/6 per hour and one particular process for order 
No. 7,261 takes him two hours, then, of course, the wages cost 
is 3/-. The wages department also make up the weekly wages 
of each employee. 

As soon as the wages department have completed their work 
on the wages sheets they are passed on:to record clerks, who set 
down under the heading of each order number the processes 
performed and the labour cost of each, together with the depart- 
ment in which these processes are carried out. General productive 
labour costs are also recorded by these clerks on a departmental 
basis. 


Cc 
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The firm’s books are balanced monthly and the amount of 
work-in-progress on each particular order must also be obtained 
each month. Thus, cost sheets are also required which give the 
value of all steel and stores issued for each order number, 
together with the productive wages spent on this order. Incident- 
ally, in calculating the value of work-in-progress, on-cost equal 
to 100% of the direct wages cost is added. 


THE CALCULATION OF On-Cost 


Since orders pass through a varying number of departments, 
a general on-cost rate for the works as a whole is of little use 
in costing a particular order. An on-cost rate must be calculated 
for each department or sub-department. This on-cost rate is 
expressed as a fraction or multiple of the total productive wages 
in each department and is worked out each month. This on-cost 
rate is often in the neighbourhood of 12 in the hot drawing 
department and 0-6 in the turning shop. The main items which 
go to make up the overhead expenses are set down below, as are 
also the methods of allocation to each department. 


(a) Consumable stores which cannot be charged to individual 
orders. Such are acids and other chemicals as well as 
timber, nails, etc. Such stores can only be taken out from 
the stock room after a requisition, specifying the depart- 
ment for which required, is given. Thus, the charge on 
each department is readily obtainable. 


(b) Fuel consumed. The person in charge of the fuel stock 
makes a return, monthly, of the amount issued to each 
department. 


(c) Maintenance. All wages and materials spent on the 
maintenance of plant, tools and buildings are allocated, 
where possible, to individual machines, or, failing this, to 
departments. Thus maintenance costs for each department 
are readily obtainable. It is useful to know the mainten- 
ance costs of each machine, for such knowledge facilitates 
decisions as to the purchase of new machinery. 


(d) Electrical energy. The power engineer sends to the 
general office the proportions of electrical energy used by 
each department every month. As the electrical power 
cost is invoiced monthly by the suppliers, the cost of each 
department is then easily calculated. 


(e) Rent and rates. These are estimated monthly and then 
divided amongst the departments in proportion to their 
superficial area. 


(f) Works salaries—i.e., salaries of officials on the production 
side as opposed to the administrative side. These are 
divided out in accordance with the amount spent on fore- 

men and checkers’ salaries, etc. 
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(g) Depreciation. This is allocated on the basis of the capital 
equipment in each department. 


(h) Office salaries, office expenses, advertising, and other 
selling expenses are totalled together and distributed over 
the various departments in proportion to the amounts 
which have already been charged to the departments. 
It is, of course, hardly necessary to mention that the 
expenses set down and divided out amongst the depart- 
ments are those included in the firm’s financial accounts. 
When all the items of expenditure have been distributed 
over the departments, the departmental total of such 
expenditure is divided by the total productive wages spent 
in each department, and thus the on-cost rate is determined. 
This on-cost rate is obtained for each month. A moving 
average of three months and six months is also obtained 
for use where an order takes longer than a month to pass 
through the works. 


THE CosTING OF AN ORDER 


The Work-in-Progress Sheets, already referred to, contain 
details of all steel and stores issued on each order, and also all 
productive wages incurred by that order. The productive wages 
record clerks have entered all the wages charged to each order 
by process and by department. Reference to these two sources 
of information, together with the on-cost book, which contains a 
statement of the monthly, three-monthly and six-monthly on-cost 
rates, enables a cost sheet to be prepared with comparative ease. 
Note, however, that in each department, an appropriate amount 
must be added to the booked wages charged to each job, in respect 
of general productive wages. When this is done, the on-cost may 
be added. Carriage charges must also be included. These are 
obtained by identifying the items in the railway or road transport 
companies’ accounts with a specific order. 

It may be considered that the records made by the productive 
wages clerks, giving as they do the wages cost of each process, 
are too detailed. On the other hand, if a piece-rate price is to 
be fixed at any time, these records are very useful. Suppose, for 
example that a piecework price is to be fixed for piercing 34 in. 
rounds, the standard size billet for locomotive boiler tubes. 
Reference to a representative number of these sheets will give 
the wages cost of this process. If four men have pierced 40 
billets in an hour, on an average taken over a reasonable period, 
and the gang have been receiving 6/8 per hour, then the wages 
cost of this process has been 2d. If, now, a piece-rate price is 
fixed, obviously the most suitable one is 2d. per process. It will 
readily be appreciated that, under these circumstances, whatever 
the output, the wages cost will not be increased. The extra effort 
called forth by the piece-rate price will probably result in the same 
overhead expenses being spread over a larger output. 
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Manufacturing Expense 
By R. W. T. Oporn, A.F.1.A., A.A.1.S., A.C.A,A, 


Of the three elements of cost, namely, material, labour, and 
expense, the latter is the most complex, and a clear understanding 
of its nature and composition is necessary in order that it may 
be correctly analysed, controlled, and applied to production. 
Expense can be divided into two classes, direct expense and 
indirect expense. 

1. Direct expense is that expense which can be directly attri- 
buted to and charged against a particular job or process: i.e., a 
factory manufacturing furniture sends a table out to be french- 
polished—the cost of polishing is an expense directly incurred in 
the manufacture of the table and forms a definite part of the 
cost of manufacture. 

2. Indirect expense is that expense which cannot be directly 
attributed to a particular job or process, but which is incurred 
for the benefit of production as a whole, i.e., factory lighting, 
factory supervision, etc. Indirect expense may be comprised of 
indirect material, indirect labour, and other indirect expense. 
(1) Indirect material is that material which cannot be directly 
attributed to or used by a particular job or process, i.e., fuel, 
lubricating oils, etc., or material which is used in such small 
quantities that it is impracticable to charge it to a particular 
job or process on which it was used, i.e., glue used in a 
furniture factory. 

Indirect labour is all labour which is not directly engaged 

upon actual job or process of production, i., the 

foreman who is not engaged on the manufacture of a par- 
ticular item of production, but in supervising the whole of 
the production of the department or enterprise. 

(3) Indirect expense is all expense which is not incurred directly 
for and is not directly attributable to a particular job or 
process of production, but is incurred for the benefit of 
production as a whole, i.e., factory lighting, depreciation of 
plant and machinery, etc. 

It should be noted that indirect expense is determined by its 
relationship to production, and not by its relationship to the enter- 
prise as a whole, or to any particular department of the organiza- 
tion. Thus indirect expense can be divided into general indirect 
expense, and departmental indirect expense: 

1. General indirect expense is that indirect expense which is 

incurred for the benefit of the enterprise as a whole, and 

which cannot be attributed to, or be charged directly against, 
any particular department, i.e., rent of the factory, factory 
manager’s salary, etc. 

Departmental indirect expense is that indirect expense which 

is incurred for the benefit of the whole of the production of 

or passing through a particular department, i.e., departmental 
foreman’s salary, etc. 


~~ 
ho 
wa 


S 


Peaase n 


ote 


shia 




















——Nw lO 











re 








THE AUSTRALIAN ACCOUNTANT 405 





1939 


Both the general indirect expense and the departmental indirect 
expense can be re-analysed according to whether it is a fixed 
expense or a variable expense. 

1, Fixed expense is that expense which is fixed and does not 
vary if production increases or decreases, i.e., factory rent, 
depreciation of plant and machinery, etc. 

2. Variable expense is that expense the total of which varies 
with an increase or decrease of production, although such 
expense should remain constant per unit of production, i.e., 
workmen’s compensation insurance on direct labour, etc. 

The classification of manufacturing expense according to fixed 
expense and variable expense reveals valuable information, 
thereby giving a more complete grasp and control over the 
activities of the different departments which comprise the 
organisation. It can readily be seen what expenses are con- 
trollable, and the departmental executives are held responsible only 
for expense which they can control. Also, the effect of an increase 
or decrease in production can readily be seen, and can be calcu- 
lated in advance where required. 

We have now considered the nature and composition of manu- 
facturing expense, but the problem to be solved is how this 
expense is to be equitably absorbed in production so that the true 
costs may be obtained. The solution may be found by working 
along one of two lines: 

Single expense rate, whereby the manufacturing expense is 
collected in a single account or series of accounts, from which 
it is charged to production on a single expense rate according 
to the selected base. 

2. Multiple expense rates, which enable the departmentalisation 
of manufacturing expense, so that it may follow its natural 
incidence or flow into or through the various clearing accounts 
and departmental accounts until it finally reaches production. 


Single Expense Rates 
The principle behind the selection of a base for single expense 
rates (or, for that matter, any expense rate) is that the expense 
is co-incident with the selected base. The base must be a known 
factor, and there are a number of recognised methods by which 
expense is related fo production by the use of different bases: 

1. Raw Material Cost Method. The cost of raw material 
(direct) is selected as the base, and is related to manufacturing 
expense by means of a percentage. 

2. Direct Labour Cost Method. The cost of direct labour is 
selected as the base, and is related to manufacturing expense by 
means of a percentage. 

3. Prime Cost Method. The combined cost of direct raw 
material and direct labour is selected as the base, and is related 
to manufacturing expense as a percentage. 

4. Direct Labour Hour Method. The number of direct labour 
hours worked on production is selected as the base, and is related 
to manufacturing expense by means of an hourly rate. 
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5. Machine Hour Rate. The number of machine hours run 
is selected as the base, and is related to manufacturing expense 
by means of an hourly rate. 

6. Direct Labour-Expense Hourly Rate Method. The number 
of direct labour hours worked is selected as the base, and is 
related to the combined total cost of direct labour and manufac- 
turing expense by means of an hourly rate. 

7. Production Unit Method. The number of units of produc- 
tion is selected as the base, and is related to manufacturing 
expense by means of a rate of so much per unit. (The problems 
to be overcome in the application of the selected method will be 
considered later.) 

Owing to the complex nature of manufacturing expense it is 
very difficult for a single expense rate to be a perfect means of 
applying this expense to production, but the method which will 
give the most equitable practical distribution in view of the special 
circumstances prevailing in the particular enterprise should be 
selected. 

There are a number of objections which are urged against the 
adoption of single expense rates, namely: 

Owing to the complex nature of manufacturing expense it 

is impossible for a single expense rate to express the true 

incidence of manufacturing expense, and therefore the costs 
revealed are often incorrect and misleading. 

2. Fixed and variable expense are not separated from one 
another. 

3. Although the responsibility of the factory manager ‘s revealed, 
the responsibility of sub-executives, such as departmental 
managers, is not revealed. 

4. The efficient control of expense is impossible because the 
costs revealed do not give, as it were, a snapshot of the activi- 
ties of the various departments comprising the whole organisa- 
tion. Thus valuable information is submerged. 


The first and second objections can, in part, be overcome by 
the careful consideration and extension of the classification of 
the cost accounts, but the third and fourth objections cannot be 
overcome without the adoption of multiple expense rates. 


Multiple Expense Rates 
The object of using multiple expense rates is to enable manu- 

facturing expense to follow its natural incidence and flow into and 

out of the various clearing and departmental accounts until it 

finally reaches production. By this method the maximum of 

information can be made available, revealing : 

1. The costs of the activities of the manufacturing organisation 
as a whole. 

2. The costs of the different departments carrying out some 
phase or phases of the activities of the organisation. 

3. The total of the three elements of cost (material, labour, and 
expense) entering into the final cost of production. 

This information will be used when preparing the various mana- 
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gerial reports which are required for the efficient and scientific 
control of the enterprise and its activities. 

The basic rule behind the distribution of manufacturing expense 
is that, where possible, all expense must be charged direct to that 
account to which it relates. Thus expense which is directly attri- 
butable to a particular job or process will be charged against that 
job or process; expense which can be directly attributable to a 
particular department will be charged against that department; 
and only expense which cannot be directly attributed to any job, 
department, or process, will be charged against general indirect 
manufacturing expense. As the object of using multiple expense 
rates is to allow manufacturing expense to follow its natural 
incidence and flow into and out of the various clearing and 
departmental accounts, it follows that some accounts will be 
completed and ready for distribution before other accounts are 
completed, and distribution will be made in the natural order of 
completion. This order can usually be divided into the following 
stages : 

1. The distribution of general indirect manufacturing expense 
over the various service departments, auxiliary production 
departments, and production departments. 

The distribution of service department expense over the 
auxiliary production departments, and production departments. 
3. The distribution of auxiliary production departments’ expense 
4 


to 


over the production departments; and 
The applying of production department expense to the pro- 
duction of or passing through such department. 

In building up a system of multiple expense rates, reality must 

never be lost sight of, otherwise the cost of obtaining the informa- 

tion will outweigh the advantages gained, and the system will be 

a burden on the organization. 

Consideration will now be given to a number of expenses which 
will be found to be common to almost all factories, and the basis 
on which these expenses may be distributed over the various 
service departments, auxiliary production departments, and pro- 
duction departments. 

1. Factory Supervision. This expense may be distributed 
according to: 

(1) The number of employees working in each department. 
(2) The amount of time spent in each department. This may be 
ascertained by means of test records taken periodically. 

2. Overtime—Extra Cost of. The treatment of this class of 
expense will depend on circumstances : 

(1) Where the party for whom the production is to be carried 
out agrees to pay it, so that the particular factory may carry 
out the work, then it will be treated as a direct expense 
chargeable against such production. 

(2) Where incurred because it is impossible to do all the work 

accepted in ordinary working hours, it is unfair to penalise 
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any particular job or production, and the extra cost involved 
by working overtime will become part of the departmental 
indirect expense of the department in which the expense was 
incurred. 

3. Holiday Pay. The cost of holiday pay would be allocated 
as under: 

(1) Where employees are permanently employed in one depart- 
ment, then holiday pay is a part of such departmental indirect 
expense. 

(2) Where employees are being continually transferred from 
one department to another, then the cost of holiday pay would 
be apportioned in proportion to the total wages paid in each 
department. 

4. Cleaners’ Wages. The wages of cleaners would be appor- 
tioned to departments in proportion to the area of floor space 
occupied by each department. If, owing to the nature of the 
work performed in any department, extra cleaning is necessary, 
this basis will require adjustment, and the “weighted” area of floor 
space will be used to apportion the cost of cleaners’ wages. Where 
area of floor space without any adjustment is used, this expense 
may be collected amongst “building expenses” and one apportion- 
ment made for the whole of the expenses relating to the occupa- 
tion of the building. 

5. Operation and Maintenance of Lifts. This class of expense 
will be allocated to departments in proportion to the area of floor 
space occupied by each department. The departments occupying 
the ground floor would be included in this distribution. This is 
another class of expense which may be collected under “building 
expenses,” so that one apportionment may be made for all 
expenses of this class. 

6. Depreciation. Depreciation may be a direct or indirect 
charge according to circumstances: 

(1) Where a particular item of plant is purchased for use on a 
particular job or process only (as distinct from plant used 
for production generally), depreciation will be a direct charge 
against such job or process. 

(2) Where plant is used for the general production of the factory, 
depreciation would be apportioned between the various 
departments according to the values of the plant in use in 
each department, as set out in the plant register. 


7. Building Expenses. Building expenses would include all 
expenses relating to the building which can be distributed to the 
various departments on a common basis, i.e., factory rent, land 
tax, water rates, council rates, building insurance, building depre- 
ciation, maintenance and depreciation of lifts, sprinkler installa- 
tions, general heating appliances, etc. The basis on which these 
expenses would be apportioned to the various departments would 
be according to the area of floor space occupied by the different 


departments. 
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In every case, it will be noted, when considering the selection 
of a base for the apportionment of the general indirect expense the 
principle is that the expense is co-incident with the selected base, 
and this principle again governs the selection of a base for distribut- 
ing the costs of service and auxiliary production departments to 
the production departments. 

1. Store Department. It is a very difficult problem to find a 
simple equitable basis for the distribution of the store department 
expenses. It may be: 

(1) Included in the value of material issued by means of a per- 
centage addition to the cost; or 
(2) Apportioned over departments according to— 

A.—Number of requisitions issued. 

B.—Weight of material requisitioned. 

C.—Weight of material requisitioned obtained by multiplying 
the average weight of each department’s requisition by 
the number of requisitions issued by the department. 

D.—Number of articles requisitioned by each department. 

2. Power House. Power house costs would be distributed to 
departments according to the number of units of power consumed 
in such department. Where permanent flow meters are installed, 
no difficulty will be experienced, but where no flow meters are per- 
manently installed, these costs may be distributed according to 
results obtained by tests made with flow meters temporarily 
installed for that purpose. Another base which may be used, is 
the number of effective horse-power hours the machinery is used 
in each department. 

3. Plant and Machinery Maintenance Service Department. 
The work performed by this department is of three types: 

(1) Maintenance work; 

(2) Minor or running repair work; and 

(3) Major repair work; 

and costs for each class of work will be kept; the former to 
reveal the cost of maintenance of the plant and machinery in each 
department (these costs require special watching, as they can 
easily become dumps for burying expense); while the second 
class will reveal the general condition of each item of plant in the 
different departments ; while the last requires special treatment, as 
the benefit of major repair work, such as complete overhauls, 
will benefit a number of succeeding costing periods, thus, the cost 
of this class of work should be spread over the costing periods 
which will benefit from such work. This is necessary to prevent 
the distortion of costs, and enable the true results to be ascer- 
tained. 

The work performed by this department will be costed in the 
same manner as if it were work being performed by a production 
department, and the costs of this repair and maintenance work 
would be charged to the department in which the plant and machi- 
nery is situated. Where a particular item of plant has been pur- 
chased for use on one particular job, process, or production, 
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and not on the general production of the factory, then the cost 
of repairs would be a direct charge against such job, process, or 
production. 


4. Building Maintenance Service Department. 

(1) Where it is necessary to create a service department for the 
purpose of doing the repair and maintenance work on the 
building, especially where a number of departments are 
housed in one room, the expenses of this department would 
be apportioned to departments according to the area of floor 
space occupied by each department. 

(2) Where each department is housed in a separate room, espe- 
cially where the nature of the work performed in any depart- 
ment is of such a nature as to cause frequent additional repair 
and maintenance work to be performed, then separate costs 
could be kept for the internal work performed in the dif- 
ferent departments, and the cost would be charged against 
the various departments for which the work was performed. 
The cost of external repair and maintenance work would have 
to be apportioned to the various departments, and this could 
be done, according to the area of floor space occupied by each 
department. 

Where the costs of repair and maintenance work on the building 

are being allocated according to the area of floor space occupied 

by the different departments, it could be collected in an account 
styled “building expenses” and one apportionment made of all 
expenses of a similar nature. 

When the distribution of the general indirect expenses, service 
department expense, and auxiliary production department 
expense, over the various production departments has been com- 
pleted, the last step is the applying the various departmental 
indirect expense to the production of, or passing through, such 
department. Each department must be considered separately so 
that the correct method, in view of the particular conditions apply- 
ing in such department, may be selected. The method selected 
for any particular department may be: 

Raw material cost method; 

Direct labour cost method; 

Prime cost method; 

Direct labour hour rate method ; 

Machine hour rate method ; 

Direct labour-expense hour rate method; or 

. Production unit method. 

In actual practice it is often found necessary to subdivide a de- 

partment into two or more cost centres so that: 

(1) The true costs of production may be determined, i.e., where 
two classes of work of an entirely dissimilar nature are per- 
formed, one requiring mainly skilled labour, and the other 
requiring mainly the use of costly machinery. In this case 
it would be necessary to apply expense to production by a 
labour rate in the first case, and a machine rate in the second 
case. 


NOUR WN 
































THE AUSTRALIAN ACCOUNTANT 411 





1939 





(2) A true picture may be obtained of the different activities of 
the department, so that costs may be efficiently controlled. 
This will not in any way affect the principles governing the scien- 
tific application of indirect expense to production, and this expense 
will, as far as possible, follow its natural incidence, and pass 
through the different departmental indirect expense accounts until 
it finally reaches the indirect expense accounts of the cost centres 
which comprise each department. From the various cost centre 
indirect expense accounts, it will be applied to production accord- 

ing to the selected method. 


Application of Rates Applying Expense to Production 


The type of costing (i.e., job costing or process costing) in 
operation is a very important factor in the solution of this 
problem. 

1. Job Costing (which includes for this purpose repetitive 
costing). Under Job Costing all material, labour, and expense 
consumed is charged to a job number, and different jobs will be 
started and finished without any regard to the rates on which the 
costing period commences and finishes, while the cost of the com- 
pleted job will be required as soon as the work is finished. Under 
these circumstances it is impossible to wait to the end of the 
costing period for the expense rates to be calculated, and conse- 
quently estimated expense rates must be used. These estimated 
expense rates should, as near as possible, result in the whole of the 
expense to which it relates being recovered in the costing period 
in which it was incurred (see later paragraph re practical con- 
siderations ). 

2. Process Costing. Under process costing all material, labour, 
and expense consumed on each process during the costing period 
will be collected, and the result is divided by the number of units 
of production of each process for the period under review, thereby 
arriving at the unit cost. Under this method costs are not 
required during the costing period, and consequently the actual 
expense rates can be calculated at the end of the costing period 
and used for applying indirect expense to production, thereby 
ensuring that the whole of the indirect expense incurred during 
the period will be absorbed in the production of that period (see 
next paragraph re practical considerations). 

A practical question which requires careful consideration is 
should, despite fluctuations of output, the whole of the indirect 
expense incurred in a particular costing period be recovered in 
the production for that period? In the majority of factories pro- 
duction fluctuates during the financial year, and if this policy is 
adopted, it will result in distorted costs, which are very unsatis- 
factory from the point of view of management. This can be over- 
come by adopting expense rates which (subject to amendment to 
meet altered conditions) over the whole of the financial year 
should result, as nearly as possible, in the recovery of the whole 
of the indirect manufacturing expense of the enterprise. This 
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policy will enable costs to be compared on a more stable basis, 
thereby enabling a more efficient control to be exercised over 
the costs of production. 


Direct and Indirect Expense 

When consideration was given to the various classes of manu- 
facturing expense, it was noted that some were a direct expense, 
while others were an indirect expense. Also, it was noted that 
three different classes of executive reports (i.e., relating to manu- 
facturing activities as a whole; to the various departments ; and to 
production; together with their subsidiary reports) were men- 
tioned. In order that the executive report dealing with the manu- 
facturing activities as a whole may be prepared, it is necessary 
that all expenses, whether direct or indirect, shall be collected in 
one set of accounts. The next step which enables the various 
departmental executive reports to be prepared can be divided into 
two sections: 

(1) The direct expenses would be transferred to the various 
production departments’ direct expense account or accounts; 
and 

(2) The indirect expense will be distributed so that it follows its 
natural incidence or flow into and through the various service 
department and auxiliary production department accounts, 
until it finally reaches the indirect expense account or 
accounts of the production departments. 

The last step, which enables the various executive production 
reports to be prepared, is the application of: 

(1) Departmental direct expenses to the particular job, process, 
or production to which it relates. 

(2) Departmental indirect expenses to production according to 
the selected method of applying departmental indirect expense 
to production. 


Control of Manufacturing Expense 
The efficient control of manufacturing expense is of vital impor- 

tance to the welfare of the enterprise, and this control cannot be 
exercised by responsible executives, unless they are continually 
kept informed by means of simple accurate reports, promptly 
presented, revealing the costs of the activities which it is their 
responsibility to manage. The reports required for this purpose 
will naturally depend upon the nature of the particular organisa- 
tion, the production being manufactured, the system of manu- 
facturing in use, and the departmentalisation adopted, but these 
reports may consist of one or more of: 

Indirect Labour Report; 

Indirect Material Report; 

General Indirect Expense Report ; 

Service Department Reports ; 

Auxiliary Production Department Reports; 

Production Department Expense Reports ; 
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7. Production Expense Reports; 
8. Subsidiary Reports such as— 
(1) Plant and Machinery Reports; 
(2) Building Expense Reports; 
(3) Administration Expense Reports, etc. 

These reports must contain far more than current information, 
as the degree of efficiency can only be determined by comparison, 
and comparison demands a common basis. Thus two fundamen- 
tal problems must be solved when designing executive reports 
which are to be the basis of action for the control of manufacturing 
expense : 

1. The results to be used for the purpose of comparison; and 
2. The unit to be adopted as the common basis for comparison. 


The results which are to be used for the purpose of comparison 
may be either one or more of, actual results, budget results, or 
standard results which have been set for this purpose, while other 
information which may be available may be invaluable for the 
purposes of comparison. 

1. Actual results may be: 

(1) The previous costing period ; 

(2) The same costing period in the previous year ; and/or 

(3) Either (1) or (2) after adjustment so as to correct any 
adverse tendencies. 

2. Budget results 

(1) Where a complete budget has been prepared for the 
many activities which are necessary in any factory, it 
would be re-analysed into its component costing periods, 
so that actual results may be controlled against the budget 
costs for the particular costing period. 

3. Standard results: 

(1) Where standard costing is in operation, all inefficiencies, 
leakages, and variations, are disclosed by isolating all 
variations from the standards set. 

4. Any other information available: 

(1) It is difficult to state what this information may be, but 

the following examples will act as illustrations : 

a.—The makers or suppliers of any plant or machinery 
should be able to supply information which will reveal 
whether running or maintenance costs are satisfactory 
or not, and assist in locating any unsatisfactory features 
which may be present in these costs. 

b.—Where a factory produces its own power, the cost 
per unit should be less than that for which the power 
could be purchased. The cost per unit could also be com- 
pared with the estimated cost per unit of the other classes 
of power which could have been installed. 

c.—Where a factory runs its own fleet of trucks to pick 
up its raw material, the cost per unit of raw material 
picked up must be less than the charges made by private 
carriers to do this work. 
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The unit, which is to be the basis when comparing results and 
information contained in executive reports, will depend entirely 
on the nature of the product, process, service, or department 
under consideration, e.g. : 

1. It will usually be found that there is a common natural basis 
inherent to any particular type of production, i.e., coal, per 
ton; bricks, per 1000 bricks, etc. 


2. In the case of the power house, the natural basis is per unit of 
power produced. 


3. In the case of the raw material store, costs may be compared 
on the basis of— 
(1) Per requisition handled ; 
(2) Per ton of raw material handled; or 
(3) Some other suitable basis applicable to the particular 
conditions applying to the store. 


4. The costs of operating a fleet of motor trucks may be compared 
on the basis of— 
(1) Fixed charges—according to the number of hours 
operated. 
(2) Variable charges—according to the number of miles the 
trucks run. 
5. The cost of the work performed by the trucks could be com- 
pared on the basis of per ton-mile. 


The unit of comparison to be adopted in any particular case 
will depend entirely upon the circumstances surrounding it. 

Another point worthy of very careful consideration when 
necessary to give, as it were, a snapshot of the activities of the 
department, service, or production under review, so that all 
losses of efficiency and other leakages will be revealed. Too much 
designing executive reports is the quantity of detail to be con- 
tained in them. This detail should be the minimum amount 
detail will submerge the facts which should stand out in bold 
relief, drawing attention of the executives to the adverse ten- 
dencies which require action to be taken so that they may be 
corrected. If necessary, it is better to have a main report sup- 
ported by a subsidiary report, rather than have the main report 
overloaded with detail. 


Conclusion 


It must never be forgotten that cost accountancy is essentially 
a practical subject, and all systems must be created to reveal 
the information and costs which are required by the particular 
organisation so that it may be scientifically managed. At all times 
the cost of obtaining and analysing information and costs must be 
balanced against the advantages to be derived from it. It is the 
requirements demanded by reality, and based on sound principles, 
that enable cost accountancy to be the foundation on which 
scientific management and control is built. 
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A Review of Loss of Profits Insurance 
By W. A. CoGHLAN, a.c.a. (AUST.) 


Owing possibly to the fact that most agents and representatives 
of insurance companies are unfamiliar with the methods of 
modern bookkeeping, and consequently would encounter difficulties 
in arriving at the basis for completing a proposal under this type 
of policy, the business community generally, and the small 
business man particularly, have had little opportunity of realising 
the value of loss of profits insurance, or alternatively have been 
unable to obtain sufficient information to induce them to take out 
such a policy. 

Loss of profits insurance demands co-operation between the 
insurance expert and the accountant both in the preparation of 
the figures necessary to complete the proposal and in the deter- 
mination of any loss covered by the contract. 

The importance of this class of insurance as an extension to 
fire insurance (which most businesses take out) cannot be too 
greatly emphasised. Businesses are conducted to yield a return 
to the proprietors in the form of profits, and while the capital 
investment is protected by a fire policy the earning power would 
be, perhaps, fatally affected in the case of a major fire. Small 
concerns with limited capital are more liable to be irreparably set 
back by a cessation of trading than would a large concern, which 
would probably have sufficient reserves to tide it over the period 
of inactivity. 

Indemnity Provided 

Loss of profits policies are contracts of indemnity only, and in 
no case can the insured benefit under the policy to an extent 
beyond the loss suffered during the specified period of indemnity. 

The policy covers: 

1. Loss of profits of the business for the period of in- 
demnity. 

2. Loss w‘iich would be occasioned by the business by reason 
of fixed expenses (standing charges). 

3. Additional costs in the case of a partial disruption in 
order to enable the business to retain its normal trading 
volume, e.g., rent of temporary premises and costs of 
transferring plant to such premises. 

It must be noted that expenditure under item 3 is limited to 
retaining the existing turnover, and must not be directed towards 
increasing the amount of business. 


The Sum Insured 
The sum insured is calculated by adding together the following: 
1. The net profit as shown by the accounts for the last 
preceding financial year. 
2. The amounts carried to the credit of the various reserve 
accounts (including amounts written off as depreciation 
of assets) prior to arriving at the net profit. 
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3. Standing charges. 

4. The amount allowed for increased business for the 
succeeding year as shown by the estimated budget. (This 
must be specially allowed in policy.) 

The full amount should be insured, as the average clause applies 
to this class of policy. 

Standing charges may be defined as “expenses of the business 
which will continue to accrue during a period of forced inactivity.” 

Whether or not to include certain expenses of the business as 
standing charges presents a difficilty in the completion of a 
proposal, as items which could be regarded as such in one type 
of business would have to be excluded in other cases. Considera- 
tion of certain specific expenses should assist in this classification. 
The following accounts will usually be found in the manufacturing 
and trading account: 

Stocks on hand. 

Purchases. 

Wages. 

Depreciation of plant. 

Duty and charges. 

Repairs to plant. 

Rent of factory. 

Factory expenses. 

Electricity and fuel (factory). 

Of these items, purchases, duty and charges, repairs to plant, 
factory expenses, and electricity and fuel, would automatically 
cease during a period of inactivity, and thus would not be included 
as standing charges. 

Stock on hand represents an asset and is included in the final 
revenue accounts of a business merely for the purpose of ascer- 
taining the net purchases and sales, and is not regarded as an 
expense. If there were a fire policy in existence the business 
would be indemnified against loss of stock under that cover. 

Wages.—It may be necessary for the business to continue to 
pay the wages of certain skilled or key employees during the 
cessation of trading in order to retain their services, and also the 
salaries of employees under a contract of service for a specified 
time. The total of these amounts must be included among the 
standing charges, while the wages of all other factory employees, 
who would be discharged and re-employed when business is 
recommenced, would not be included; in cases where employees 
are operating under an award entitling them to so many days’ pay 
in lieu of notice, the amount of such would rightly be included 
in the policy. 

Depreciation of Plant and Machinery is merely a book entry 
transferring a reduction in value of the assets from the revenue 
account, and is in the nature of a reserve re-invested in the 
business. This item must always be included in the standing 
charges and it is immaterial to the insurance company whether the 
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provisions for depreciation are sufficient or otherwise, as the 
reduction of this amount would increase the profits for the period 
and the total amount proposed for insurance would remain the 
same. 

Rent of Factory.—To ascertain the classification of this item, 
it would be necessary to arrive at the terms of occupancy. If the 
premises are let on a weekly tenancy, it is probable that the fact 
that they are no longer fit for use would cause the payments to 
cease, and such may also be the case under a lease which contains 
a clause to this effect. In practice the answer devolves on the 
question as to whether the insured will be liable for payment of 
rent during the time taken to rebuild the factory, if so, rent must 
be included as a standing charge. 


Profit and Loss Account 
Under this heading would be included such accounts as: 


Salaries. 

Insurance premiums. 
Directors’ fees. 

Printing and _ stationery. 
Telephone. 

Lighting. 

Travelling expenses. 
Audit fees. 

Advertising. 

Interest on borrowed moneys. 
Taxation, etc. 

Sundry expenses. 

Salaries ——The same test would apply to this item as in the case 
of wages, i.e., salaries of permanent staff, etc., would be included. 

Interest on borrowed moneys, directors’ fees, audit fees, and 
telephone, would be continuing expenses, and as such are standing 
charges. 

Travell:ng expenses will in most instances be as heavy as before 
the fire, as travellers would continue to call on customers in order 
to retain the goodwill of the business, and as such would be 
included. 

Printing and stationery—As the usual correspondence of the 
business would no doubt be maintained (if not increased), this 
account in most cases would be insured. 

Advertising—Contracts for advertising are definitely a standing 
charge, while other sales propaganda would probably be carried 
on with renewed vigour and thus would likewise be included. 

Lighting.—The expenditure under this heading would obviously 
discontinue during the period of disablement, therefore lighting 
would not be a standing charge. 

Insurance Premiums are always to be included as a standing 
charge, although certain premiums may cease in the event of a 
total loss. 


D 
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Taxation.—This item can be regarded more as an appropriation 
of a portion of the profits rather than an expense, and is thus dealt 
with in the same manner as a transfer to a reserve, and included 
as a,standing charge. 

Sundry Expenses——The classification of the amount of the 
various small disbursements of the business is usually an imprac- 
ticable task, and an arbitrary estimate of the amount to be 
included as a standing charge is made. The appropriate wording 
in the policy is usually “Sundry Expenses not to exceed £.. .” 

Revenue.—On the credit side of the Profit and Loss Account 
such items as Interest on Investments, Dividends Received, Rents 
Received, etc., which will not be affected by the fire must be 
deducted from the amount of the net profit in order to arrive at 
that portion of the company’s profits which relate to trading. 


The Period of Indemnity 


Upon ascertaining the sum to be insured, it is necessary to 
determine the length of time it will take for the business to be 
brought back to full earning capacity. This will constitute the 
period of indemnity to be named in the policy. 

Consideration should be given to the period of time required 
to procure further supplies of raw materials, new plant, the 
re-installation of machinery, and possibly the rebuilding of the 
business premises. 


The Basis of Loss Adjustment 


A Loss of Profits policy provides indemnity under two distinct 
sections: 
A.—Loss of profits and fixed charges ; 
B.—Additional cost of carrying on the business during 
the partial disablement 
and claims are adjusted separately under each section. 


Section A.—The basis for the settlement of a claim is usually 
turnover, and the amount payable under Section A is determined 
by revealing the discrepancy in turnover caused by the interruption 
during the period of indemnity, as compared with turnover of 
the corresponding period of the preceding year, and applying the 
“ascertained percentage” of the profits plus standing charges to 
the turnover of the preceding year. This percentage of the 
reduction of turnover represents the amount of the claim. The 
first step is to arrive at the ascertained percentage in order to 
guard against under insurance, which would cause the average 
clause to operate in the following manner: 


Over Insurance 


Sem fmowred 2. 2. o 5 oe oe oe oe oe oe oe oe oe oe oe oe oe £4,000 
Last year’s profits and standing charges .. .. .. .. .. .. .. .. -. 1,000 
Turnover (for convenience the same for each year) .. .. .. .. .. 10,000 


Providing that no allowance has been made for an increasing business 
the ascertained percentage would be: 
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4,000 _ : 1,000 _ 
10,000 ~ 40% but not exceeding 10.000 > 10% 
Therefore ascertained percentage = 10% 
Under Insurance 
ee Se SU. a da ak oe! 2o hs Be Aer Re Rtas ah li hh 
500 . ae |... 
70,000 ~ 5% but not exceeding 70,000 ~ 10% 


Therefore ascertained percentage = 5% 


The following is an example showing the amount payable 
under a policy providing a three months’ indemnity, where a fire 
occurred on April 1, 1938: 


The Sum Insured 


Net profit, 1937, plus standing charges .. we ee ee £5,000 

Plus allowance for increased — and charges ‘by. reason of 
increased turnover .. .. we ac aa? ae ea ae eee 750 
£5,750 


Note.—Although it is assumed that the turnover is estimated to 
increase 20% on the figures for the previous year, profits and 
standing charges will not increase proportionately, and the amount 
of £750 is obtained from the estimated budget of the business. 


Estimated turn- 

over, 1938 (20 

p.c- has been Turnover during 

added to 1937 period of in- Shortage in 





Month Turnover, 1937 monthly totals) demnity turnover 
January .. .. £800 £960 
February .. .. 700 840 
eae 750 900 
eis en xs 650 780 nil £780 
re 700 840 nil 840 
ce ike 600 720 £140 580 
CE 650 780 
August... .. 500 600 
September .. .. 550 660 
October .... 600 720 
November . .. 500 600 
December .. .. 500 600 
£7,500 £9,000 £140 £2,200 











The ascertained percentage is obtained by the following 
formula : 


Sum insured 
Turnover and increase 


5,750 _ ; F 5,000 _ 
9,000 > 64% but not exceeding 7500 ~ 66 2-3% 


*, Ascertained percentage = 64%. 


1937 profits and charges 
1937 turnover 





but not exceeding 








i.e., 


The amount payable under Section A is therefore: 
64% of £2,200 (shortage in turnover) = £1,408. 
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Section B.—Indemnity under Section B covers increased cost, 
incurred solely as a result of the fire, to maintain the turnover 
equal to and not in excess of the previous corresponding period, 
during the period of indemnity; which implies that the insured 
must obtain the sanction of the insurer before incurring any 
expenses intended to be included in the claim. The average clause 
again applies to this Section. 

In the set of figures used for the example under Section A, 
the turnover during the period of indemnity was £140, and it is 
assumed that this amount of turnover was maintained by incurring 
the following expenses: 





Overseas cables placing order for new machinery and neeesieann eo 
Rent of temporary premises .. .. hie ee ae 15 
Additional cost of acquiring raw materials ‘locally Bale “a adh edie, abana 20 

£55 





Summary.—The total amount of indemnity thus paid under the 
policy would be: 





a Eo a ae a 
NTS ol gah ele ie re en a ey eR Li 55 
£1,463 





Note.—In no case can the amount payable exceed the sum 
insured. 


Method of Adjustment 


On occurrence of the fire the insured is required to com- 
municate with the company within a reasonable time, as in the 
case of an ordinary fire policy, pending assessment of the amount 
of loss which of course may not be determined for a period of 
some months. A professional accountant, “being a member of 
either the Chartered, Commonwealth, or Federal Institutes of 
Accountants, is mutually appointed by the insured and the insurer 
to investigate the figures of the business and arrive at his 
determination of the amount of loss under the method already 
outlined. 


Policy Conditions 


The usual conditions pertaining to a fire policy with regard to 
misstatements, notification of causes of increase of risk, termina- 
tion by notice of either party, etc., apply also to a loss of profits 
policy, and in addition the following conditions attach: 


1. That the policy will be void if the business is liquidated, 
or permanently discontinued after a fire. 

2. That the insured will immediately deliver to the com- 
pany the claim certified by the accountant, whose reason- 
able fee will be paid by the insurer, and will produce 
all books, documents, information and _ explanations 
required, and if requested by the insurance company a 
statutory declaration verifying any particulars. 
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In case of a loss all extraordinary circumstances will be 
eliminated from the figures. 

All differences may be referred to arbitration. 

The books of the business must be audited. 

No claim will be admitted unless a claim under the fire 
policy (where one exists) is admitted. 


Rates 
The scale of rates for this type of policy is based on the 
average fire rate on the contents of the building or buildings, as 
follows : 
For a period of indemnity— 


Ane w 


Exceeding 2 months but not exceeding 3 months — 4 average fire rate 

Exceeding 3 months but not exceeding 4 months — § average fire rate 

Exceeding 4 months but not exceeding 6 months — # average fire rate 

Exceeding 6 months but not exceeding 9 months — Average fire rate 

Exceeding 9 months but not exceeding 12 months — Average fire rate 
plus 4 


Although it would appear that loss of profits insurance presents 
many difficulties and deals with a more abstract subject than is 
the case with the more straightforward types of policies, these 
difficulties are by no means insurmountable; such policies in 
practice provide great benefit to the businesses which take 
advantage of the security offered, and the method outlined above, 
while based on the accounts of a manufacturing business, would 
apply equally satisfactorily when adapted to a commercial under- 
taking. 





Family Allowances in Europe 
By SAMUEL Hays, B.coM. (HONS.), F.S.S. 


Australian readers, particularly those living in New South 
Wales, will be quite familiar with the system of supplementing the 
family income by means of family allowances. There is doubtless 
a large body of opinion in Australia which approves of the 
system; there can be but few who have no knowledge of the 
principles involved. In Britain, however, in spite of the efforts 
of a few enthusiasts, no great interest is shown in the idea and 
very few schemes exist which attempt to carry out its aims. In 
some countries in Europe, on the contrary, the principle of family 
allowances has long been accepted and the State, co-operating 
with employers and trade unions, has drawn up comprehensive 
schemes of allowances. It is not the purpose of this article to 
justify or condemn the theories on which family allowances are 
based, its sole purpose is to deal briefly and descriptively with the 
operation of family allowances in European countries. 

(1) Britain —In spite of the fact that gaps made in the income 
of the wage-earner by sickness, unemployment and old age have 
been bridged by a comprehensive system of social insurance, the 
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additional strain, imposed on the family income by the needs of 
dependent children, remains almost entirely unprovided for. In 
Britain, the standard wage theory is based on the estimated needs 
of a man, wife and three children, and not as in New South Wales, 
on a family of one child. It is argued, therefore, that the needs 
of the normal family are met, at least in theory, by the income 
of the wage-earner. If this is so, it follows that the income of 
the bachelor or married man with less than three children, is in 
excess of their needs. In any case, there is always the question 
of the family of more than three children to be considered, but 
apart from an acceptance of the principle in the case of unemploy- 
ment benefit, neither the State nor the trade unions have taken 
any steps to establish a system of family allowances. The Labour 
Party has given a luke-warm approval to the idea and a number 
of well-known Conservative leaders such as Mr. Eden and Mr. 
Amery have publicly expressed their acceptance of the principle, 
but it has been left to a half dozen or so industrialists voluntarily 
to introduce family allowance schemes into their works. The 
number of employees who benefit from such schemes cannot be 
more than a few hundreds. To quote one or two cases—Messrs. 
Pilkington Bros. Ltd., the leading glass manufacturers, now pay 
an allowance of 5/- a week for each dependent child in excess of 
three to employees earning less than £400 per annum. The cost 
is estimated at slightly less than 1% of the total wage bill. Messrs. 
Macleans Ltd., chemical manufacturers, pay an allowance of 5/- 
per child starting with the second where the wage plus allowance 
is not more than £5 a week. The cost is about 2% of the male 
factory staff wages bill, but a very much smaller proportion of the 
total wages bill. 

(2) France.—Here there is quite a different story to tell. The 
principle of -family allowances has received State encouragement 
and over 64 million workers are now covered, or 75% of the 
industrially employed population. The scheme, however, started 
voluntarily and received a great impetus during the war, when the 
high cost of living compelled certain employers to recognise that 
wages were inadequate for married men who had families to 
maintain. They decided that instead of giving a small flat-rate 
rise to all employees, they would concentrate the money available 
on the family men who were feeling the pinch most. This they 
did, by the payment of a monthly allowance in respect of each 
dependent child, in addition to wages. As the system spread, 
it became clear that there was a danger that employers might 
avoid the engagement of married workers because of the 
additional cost in children’s allowances. This difficulty was over- 
come by the formation of equalisation funds. By this arrange- 
ment, an associated member, instead of paying the allowances 
direct to the ultimate recipient, paid into a central fund, a sum 
based on his total wage bill irrespective of whether his employees 
were married or single. These equalisation funds were both on 
an industrial and regional basis; in the former case, firms engaged 
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in the same industry combined to form a fund, in the latter, firms 
engaged in different industries but situated in the same locality 
formed the nucleus. The regional form of organisation is now 
the more usual. 

The system spread rapidly and by the end of 1931, half the 
employed population was covered by some type of family allow- 
ance scheme. As the voluntary schemes grew in scope and 
popularity the element of compulsion became easy to introduce. 
Consequently in January, 1932, an Act was introduced and passed 
unanimously. This Act required employers in industry, commerce 
and agriculture as well as in the liberal professions, to pay family 
allowances through an equalisation fund at not less than a 
minimum scale. No fundamental changes have been made in the 
voluntary system and different scales may exist in different areas. 
In the majority of departments, however, the minimum rates are 
from 20 francs a month for one child to 140 francs for four 
children. The majority of employers, it would appear, pay allow- 
ances in excess of the legal minimum. The charge on employers 
averages 2% of the wage bill and the cost of administration 0-1%. 
This latter cost, however, includes such social services as holiday 
camps, medical inspection and attention and créches. The trade 
union movement in France was at first opposed to the system, on 
the grounds that it might lower wages and weaken their bargain- 
ing power. As the practical benefits became apparent the attitude 
of trade unionists changed, and now the movement as a whole 
enthusiastically supports family allowances. 

(3) Belgium.—A parallel development through the machinery 
of equalisation funds has taken place in Belgium. The payment 
of family allowances was made compulsory in 1930. A national 
equalisation fund has been established to even up the payments 
over the country as a whole, and to provide allowances for the 
families of employees permanently incapacitated by industrial 
accident or disease. 

(4) Italy—Most of the industrially occupied population of 
Italy is now covered by a scheme of family allowances. A national 
family allowance fund has been set up, but, unlike the French 
and Belgian schemes, the system is financed by contributions from 
employers, employees and the State. 

Schemes of limited applicability are in operation in most other 
European countries except Russia. 


Treatment of Plant Charges 
By D. L. BruM_ey, A.F.1A. 


Many methods of treatment of plant have been evolved, each 
of which has its advantages and disadvantages. The method 
outlined below is, to my mind, extremely satisfactory, being both 
accurate and easy to install, and capable of application to all types 
of work where movable plant is employed. 
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Plant, on its purchase, is a capital charge, which, however, is 

later absorbed by its use on various works. The purchase of a 

more or less permanent item of plant should not be regarded as 

a charge against any one job, as it is acquired for use on all jobs 

where it might be used. The method that has been evolved 

is to: 

(1) Treat the original purchase of the plant as capital; i.e., 
the purchase of an asset. 

(ii) Charge each job on which the item of plant is engaged 
with a predetermined hourly rate to cover operating 
costs, depreciation, and wear and tear. 


The operative in charge of each item of plant is supplied with 
“plant working returns,” which are completed once a month and 
submitted to head office. These returns are ruled as shown in 


Fig. 1. 





Days Rate 
Unit No. Job Job No. to be per Amount 
Charged} Day 
































Back. 
Fig. 1.—Plant Working Return 


When the returns are submitted to the head office they go to 
the plant hire clerk, who checks over the hours charged, and 
extends them at the predetermined plant rates. 

The returns are then passed to the ledger department for 
posting to the debit of the jobs concerned. To facilitate posting 
and subsequent reference, the ledger cards are ruled as shown 
in Fig. 2. 

This ruling gives sufficient dissection of the various items of 
expenditure, and the total spent to date on any or all of the 
different classifications may be readily ascertained. 

In conclusion, it should be pointed out that the rates of plant 
hire charged should be constantly under review to ensure that 
a sufficiently high rate is in operation to cover all costs. 


PLANT WoRKING RETURN 
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Legal Decisions of Interest to Accountants 
By J. A. L. Gunn, F.1.c.a. 


RESTRAINT OF TRADE 


Contracts in restraint of trade, even though under seal, require 
consideration to support them. 

A contract in restraint of trade is one which restrains a person 
from freely exercising his trade or profession. 

The restraint may be general, i.e., one which prohibits the 
exercise of a trade throughout the Commonwealth. It may be 
limited in one or more ways, as by prohibiting the exercise of 
a trade— 

(a) for a definite time; or 

(b) within a certain radius (commonly called an area agree- 
ment); or 

(c) with particular persons (commonly called a solicitation 
agreement ). 

Thus a covenant not to exercise the profession of a solicitor 
within the city of Goulburn for five years is limited as to time and 
area. 

Test of Validity 

The law has attached the greatest importance to two principles: 
(1) that trade shall be free; and (2) that persons shall be bound 
by their contracts. In dealing with contracts for restraint of trade, 
it is impossible to apply both principles fully. After considerable 
fluctuation of opinion, the test of validity was laid down by Lord 
Macnaghten in Nordenfelt v. Maxim Nordenfelt Guns and 
Ammunition Co. Ltd., [1894] A.C. 535 at p. 565: 

“The true view at the present time I think, is this: The public 
have an interest in every person’s carrying on his trade freely: 
so has the individual. All interference with individual liberty of 
action in trading, and all restraints of trade of themselves, if there 
is nothing more, are contrary to public policy, and therefore void. 
That is the general rule. But there are exceptions: restraints 
of trade and interference with individual liberty of action may 
be justified by the special circumstances of a particular case. It 
is a sufficient justification, and indeed it is the only justification, 
if the restriction is reasonable—reasonable, that is, in reference 
to the interests of the parties concerned and reasonable in 
reference to the interests of the public, so framed and so guarded 
as to afford adequate protection to the party in whose favour it 
is imposed, while at the same time it is in no way injurious to 
the public. That, I think, is the fair result of all the authorities.” 

It is for the person seeking to enforce the covenant to establish 
that the restriction goes no further than is reasonable for the 
protection of his business. 

In Herbert Morris Ltd. v. Saxelby [1916] 1 A.C. 688, Lord 
Parker of Waddington said: 

















428 THE AUSTRALIAN ACCOUNTANT JULY 


“As I read Lord Macnaghten’s judgment, he was of opinion 
that all restraints on trade of themselves, if there is nothing 
more, are contrary to public policy, and theretore void. It is not 
that such restraints must of themselves necessarily operate to the 
public injury, but that it is against the policy of the common 
law to enforce them except in cases where there are special 
circumstances to justify them. The onus of proving such special 
circumstances must, of course, rest on the party alleging them. 
When once they are proved, it is a question of law for the decision 
of the judge whether they do or do not justify the restraint. 
There is no question of onus one way or another. It will be 
observed that in Lord Macnaghten’s opinion two conditions must 
be fulfilled if the restraint is to be held valid. First, it must 
be reasonable in the interests of the contracting parties, and, 
secondly, it must be reasonable in the interests of the public. In 
the case of each condition he lays down a test of reasonableness. 
To be reasonable in the interests of the parties the restraint must 
afford adequate protection to the party in whose favour it is 
imposed ; to be reasonable in the interests of the public it must 
be in no way injurious to the public.” 


Vendor and Purchaser 
There are four modern leading cases on the subiect : 


(1) Nordenfelt v. Maxim Nordenfelt Guns and Ammunition Co. 
Ltd., supra: A patentee and manufacturer of guns and 
ammunition covenanted with a company, to which his patents 
and business had been transferred, that he would not, for 
25 years, engage, except on behalf of the company, in the 
business of a manufacturer of guns or ammunition. The 
House of Lords held that the covenant, though unrestricted 
as to area, was not, having regard to the nature of the 
business and the limited number of the customers (the 
Governments of the United Kingdom and other countries), 
wider than was necessary for the protection of the company 
nor injurious to the public interests of the United Kingdom ; 
it was therefore valid and might be enforced by injunction. 


It will thus be seen that, in a very special case, a restraint 
unlimited in area or unrestricted as to time will be upheld. 


Master and Servant 


(2) Mason v. Provident Clothing & Supply Co. Ltd., [1913] 
A.C. 724: By a contract for the employment of defendant 
as a canvasser for plaintiffs, a clothing and supply company 
having branches all over England, the defendant agreed that 
he would not, within three years after the termination of his 
employment, become an employee of any person engaged in 
a business similar to that of the plaintiffs within 25 miles 
of London. Held, that the restriction was wider than was 

reasonably necessary for plaintiff’s protection. 
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It will be observed that each case must be decided on its own 
facts. A much wider restraint will generally be justified to 
protect the goodwill of a business for which a full consideration 
has been paid, or to guard against the divulging of trade secrets, 
than would be lawful in the ordinary case of master and servant. 


(3) Herbert Morris Ltd. v. Saxelby, supra: The plaintiff company 
was the leading manufacturer of hoisting machinery in the 
United Kingdom. After several years’ service, defendant 
was engaged by the company as engineer for two years 
certain, and thereafter, subject to four months’ notice on 
either side. The service agreement contained a covenant by 
defendant that he would not, during a period of seven years 
from cessation of employment, engage, in the United King- 
dom, in the sale or manufacture of pulley blocks, ete. Held, 
that the covenant was wider than was required for the 
protection of the plaintiff company, and was not enforceable. 

(4) Attwood v. Lamont, [1920] 3 K.B. 571: The plaintiff carried 
on business as a tailor, etc., at Kidderminster. The defendant, 
in his service agreement, covenanted not to carry on business 
at any place within a radius of ten miles of Kidderminster. 
The defendant subsequently set up business as a tailor at 
Worcester, outside the ten miles’ limit, but obtained and 
executed tailoring orders in Kidderminster. Held, that the 
covenant was void as being in restraint of competition. “An 
employer is not entitled by covenant taken from his employee 
to protect himself after the employment has ceased against 
his former servant’s competition per se, although a purchaser 
of goodwill is entitled to protect himself against such com- 
petition on the part of his vendor,” per Younger L.J., at 


p. 589. 


It will thus be seen that restrictive covenants contained in 
service contracts are treated as invalid where the employer en- 
deavours merely to protect himself from the competition of his 
former servant, because he is not entitled to do that, but only to 
prevent the servant from using knowledge of the employer’s 
connexion or customers acquired in his service. The employer 
is entitled to protect trade secrets, but not to prevent the servant 
from using skill or knowledge acquired in the course of his 
employment, such as general details of organisation and manage- 
ment. 

Recent English Decision on Radius Agreement 

The subject was again dealt with recently by the English 
Court of Appeal in Empire Meat Co. Ltd. v. Patrick [1939] 
2 All E.R. 

The respondents were the owners of a butcher’s business 
carried on at a shop in Cambridge. There were some 200 cash 
customers and 131 credit customers of the shop, and the appellant 
was the manager, working in the shop and interviewing the 
customers. The vast majority of the trade was done within a 
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mile of the shop. In 1928 the appellant entered into a covenant 
with the respondent that, upon the determination of the service 
agreement then entered into, he would not carry on the business 
of a butcher, nor would he enter into the employ of any person 
carrying on such business, within a distance of five miles from 
the shop in question. In October, 1938, the appellant left the 
employ of the respondents and shortly. afterwards opened a 
butcher’s shop a few doors away from that of the respondents. 
Held, that, although this was a case when an area agreement was 
necessary, the radius of five miles was unnecessarily wide, and the 
covenant was unenforceable. 

As previously stated, an ex-employer is entitled only to prevent 
his former servant from using the knowledge of the former 
connexion or customers acquired in his service. In the last 
mentioned case, the necessity for an area agreement arose from 
the fact that a large part of the company’s business consisted of 
sales to cash customers, which it was very difficult to identify, 
and thus a solicitation agreement would have been inadequate. 

It appears to the present writer that, in the case of, say, a 
solicitor and an articled clerk, a solicitation agreement is all that 
would be enforced, i.e., a covenant which refers only to the 
clients of the former employer, and that an area agreement would 
not be enforced. 

In the case, however, of a retail business where a Jarge number 
of the customers pay cash and are thus practically unidentifiable, 
the employer can only obtain the protection to which he is 
entitled by prohibiting competition within a defined area. But 
that area must not be wider than is absolutely essential. In the 
last mentioned case, the great bulk of the trade was done within 
a mile of the shop; a radius of one mile would certainly have been 
upheld; probably two miles, but five miles was too wide, and 
the covenant was unenforceable. 


Other Types of Covenants 


Although questions of restraint of trade usually arise in con- 
nexion with contracts between master and servant, or between 
the vendor and purchaser of a business, any other kind of contract 
may offend against this head of public policy. 

Thus an agreement between manufacturers to control the 
market in a particular commodity, by restricting output, limiting 
sales and fixing prices, may be illegal if it is unreasonable as 
between the parties or injurious to the public, but such a contract 
to regulate supply and keep up prices is not necessarily injurious 
to the public, because an ill-regulated supply and unremunerative 
prices may be more disadvantageous (North Western Salt Co. 
v. Electrolytic Alkali Co., [1914] A.C. 460, per Lord Haldane 
L.C.). The public interest is not considered to be injuriously 
affected by an agreement to maintain the price of a proprietary 
article, the use of which is not essential to the community (Palm- 


olive Co. v. Freidman, [1928] Ch. 264. 
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Covenant in a Bill of Sale 

In Allsopp’s Silver Spray Flour Mill Ltd. v. McMahon (Sydney 
Morning Herald, 24/5/1939), the N.S.W. Supreme Court held 
that a restraint of trade covenant in a bill of sale was valid. The 
clause provided that the mortgagor would not, for a period of two 
years after exercise of power of entry by the mortgagee, carry 
on, within a radius of two miles of the premises in which his 
business was conducted, the business of a baker, either in his own 
name or the name of any other person, either directly or in- 
directly, or as servant or agent. Nicholas J. held that, having 
regard to the evidence, it could not be said that either the radius 
of two miles or the period of two years was unreasonable. How- 
ever, that part of the covenant which restricted the defendant 
from carrying on the trade of a baker “as servant” was too wide 
to be enforced. 


Covenant in Articles of Association 


In a recent New Zealand case, /nvercargill Sports Depot Ltd. 
v. Patrick [1936] N.Z.L.R. 161, it was held that an incorporated 
company is not entitled to restrain a member as such from 
competition with the company; and an article of association 
prohibiting such competition is invalid. 

In the above case the plaintiff was an incorporated company 
carrying on business at Invercargill as tobacconist and dealer 
in sports requisites. The defendant was a member of the 
company, having subscribed the memorandum of association and 
articles of association. Article 23 provided that: 

“No subscriber to these articles and no future member of 
the company shall hold shares in any other registered company 
carrying on a similar business to this company and no such 
subscriber or member shall be a partner in or be concerned 
directly or indirectly in any business of a similar nature to the 
business carried on by this company either at Invercargill or 
within a radius of one hundred and fifty (150) miles from 
Invercargill for a period of five (5) years from the date hereof.” 

It was claimed that, in breach of this article, the defendant 
commenced business as a tobacconist and dealer in sports goods 
in Dee Street, Invercargill, and was still carrying on that business, 
but, for the reasons stated above, an injunction was refused. 
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